, 
¥ 
7 » 
6 






; 
f 
| 
’ f 
a 
- ea “ ‘i 
’ 
5 P 
' 4 a 
i a K4 
n as. 
hs 
r - ; 


Sai 
= ts 
— 
. 
[is 
- 
—- 


Le: | . 1 f 

no ' i 
mas 4 Sis 
eerie. i ace 

ae eh \ a € “well 
mk 5 ue = b a 
ama 8 a os 
Pe woe! i. a ; 
4 é by am 







= 
eo 


i . * 7 ’ 7. se 














BUSINESS 
MANAGEMENT 


Executive Manuals 45 and 46 





DAILY FINANCING PRO- 
‘CEDUR E—Being Executive Manual 


45, on Financing a- Business, ina Complete 
Plan of Training and Service for Executive 
Work 





Investigated, organized, and presented by 
the research, consultation, and editorial 
staffs of LaSalle Extension University 


Especially acknowledging 
the advice and co-operation of 


W. P. G. HARDING, Governor JOHN McHUGH, President 
Federal Reserve Bank of Boston Chase National Bank 
Boston, Massachusetts New York City 
R. G. RHETT, President OLIVER J. SANDS, President 
Peoples National Bank American National Bank 
_ Charleston, South Carolina Richmond, Virginia 





LaSalle Extension University 


Chicago 
BM-23 





The Plan 


Practical men, thru long experience, have discovered 
successful methods of organizing, directing, controlling, and 
carrying on the varied activities of business. 

The principles underlying these successful methods have 
now been determined, verified by investigation in every 
phase of business practice, organized, and so presented and 
illustrated by the LaSalle Problem Method that they can be 
quickly grasped and readily applied by everyone in business. 


This plan affords a complete executive training to those 
desiring it, while to those experienced in management it sup- 
plies a valuable reference and consultation service. The 
complete Training Plan and Service includes: 

100 Executive Manuals (bound in 48 volumes) which state, 


explain, and illustrate the fundamental business principles 
as applied in actual business practice. 

100 Special Problems selected from a wide range of busi- 
ness experience and so organized that their solution develops 
greater ability in the practical application of fundamental 
principles. 

Instruction and Consultation Service given by men 
whose special training and business experience enable them 
to supply personal help and individual counsel and advice. 
100 Executive Reports which analyze the situation as 
presented in each Special Problem, clearly illustrate the 
application of the principles involved, and serve as general 
reference reports. 

Confidential Reports on personal business problems pre- 
pared by the Research Staff of LaSalle Extension University. 
24 Lectures selected by individual choice from a broad 
series covering selling, accounting, banking, retail mer- 
chandising, etc. 

A Monthly Business Bulletin which analyzes the current 
trend of business conditions. 


Personal Efficiency, a monthly magazine of better business. 


To assist you in getting the utmost personal benefit that 
a full utilization of this Plan makes possible, the Instruction, 
Consultation and Research Staffs of the entire University are 


available at all times. 


President 





Copyright, 1925 
LaSalle Extension University 
All Rights Reserved in All Countries 
Printed in the U. S. A. 


The 100 Executive Manuals 


(Bound in 48 Volumes). 


Principles of Profitable 
Management 
1. Applying Business Principles 
2. Economic Principles of Management 
Looking Ahead in Business 
Why Purchasing Power Fluctuates 
Directing Sales and Traffic 
Securing Low-Cost Production 
- Efficient Business Financing 
. Effective Administrative Control 


Psychology t in Business 
The Mind in Business 
The Basic Executive Faculty 
The Four Great Thinking Faculties 
What Causes Men to Act 
Human Habits and Business 
Dealing with Men asa Group 
The Psychology of Advertising 
The Psychology of Salesmanship 


Selling and Sales Management 
17. Essentials of Sales Management 
18. Analyzing Selling Activities 
19. The Development of Sales Policies 
20. Principles of Personal Salesmanship 
21. Building up the Sales Force 

Directing and Paying Salesmen 
Organizing Sales Promotion 
Control of Selling Costs 


eee ney sine and Marketing 
Promoting Low-Cost Marketing 
Making Advertising Pay Profits 
How to Prepare Effective Copy 
Techniquein Preparing Copy 
Directing the Advertising Campaign 
Retail Advertising Principles 
Direct-by-Mail Advertising 
Organization for Advertising 


Principles of Production 
Problems of Plant Management 
Organizing for Control 
Plants and Equipment 
Control of Materials 
Control thru Planning 
Control thru Costs 
Directing Man Power 
Wage Plans and Production Reports 


Financing a Business 

Starting a New Business 
Determining Capital Requirements 
Providing Capital 
Financia 1Statements and Ratios 
Daily Financing Procedure 
Budgets, Economies, and Turnover 
Financing Exports and Imports 

48. Financing for Expansion 


Credits and Collections 

49. Fundamentals of Credit Manage- 
ment 

50. Securing and Using Credit Facts 

51. Analysis of Statements 
Checks on Credit Information 
Establishing Credit Policies 
Fundamentals of Collections 
Collection Procedure 


Office Organization and 
Management 
What the Office Produces 
Facilitating Business Dispatch 
Planning the Office Services 
ae the Office Contributes to Con- 
tro 2 
Providing Productive Working Con- 
ditions 
Developing the Office Staff 
62. Incentives to Effort 
63. Executive Control of the Office 


Managing Men 

64. Developing Leadership 

65. Organizing Personnel Responsibili- 
ties 
Compensation and Incentives 

67. Training Men 
Keeping the Organization Fit 
Co-operating in Management 
Supervision and Discipline 
Holding the Organization 


Accounting and Statistical 
Control 
72. Executive Uses of Accounting 
Management and the Balance Sheet 
Management and the Income State- 


ment 

Control thru Budgeting 
Statistics and Quotas 
Control thru Charts 
Control thru Reports 


Business Correspondence 
79. What Makes a Good Letter 
80. Selling by Letter 
81. General Business Correspondence 
82. Special Kinds of Letters 
83. Effective Use of Correct English 
84. Mechanical Elements in Corre- 
spondence 
85. Organizing the Correspondence 


Organization & Reorganization 
86. Individual and Partnership Or- 

ganization 
Corporations and Business Trusts 
How to Form a New Corporation 
Rights of Owners and Creditors 
Establishing Corporate Procedure 
Procedure in Reorganization [I] 
Procedure in Reorganization [I] 


Leent Problems 
Making Valid Contracts [I] 
Making Valid Contracts [II] 
The Law of Sales 
Settlements and Adjustments 
Negotiable Instruments 
Obtaining Legal Security 
Employer-Employe Relations 
Government-Business Relations 


Practical Reference Guide 
Outline of Business Activities 
General Index of Business _ 
Digest of Management Principles 





A SALLE EXTENSION UNIVERSITY is particularly indebted to 

L the following business executives, professional men, and educators, 

who have reviewed, commented upon, criticized; made suggestions 

for, or contributed otherwise from their successful experience, study, and 

broad observation to the various executive manuals comprising the 
basic study and reference material of this complete business service. 


Irvine R. Auten, Vice President 
H. W. Kastor & Sons Advertising Co. 


Cot. Grorce D. Bascock, Manu- 


facturing Executive 
The Holt Manufacturing Co. 


WiiuaM R. Basset, Chairman of 


Board. 
Miller, Franklin, Basset & Co. 
New York City ; 


Wituiam Betruxs, M.A., Educa- 


tienal Director 
LaSalle Extension University 


James H. Buss, Comptroller 
Libby, McNeill & Libby 


Wo. B. Castenuo.z, C.P.A. 
Castenholz, Johnson, Block & Rothing 
Certified Public Accountants 


Wiuuiam R. Dawes, Vice President 
Central Trust Company of Illinois 


Henry S. Dennison, President 
Dennison Manufacturing Co. 


Huco Diemer, M.E., Director of 


Industrial Courses 
LaSalle Extension University 


Bartiey J. Doyuz, President 
Keystone Publishing Company 
Philadelphia 


W. W. Everert, Vice President 
Woodward & Lothrop 
Washington, D. C. 


B. A. Franxutn, Vice President 
Strathmore Paper Company 


Freperick A. Gasy, Chief 
Engineer 
Hydro-Electric Power Commission 
of Ontario 


W. P. G. Harpina, Governor 


Federal Reserve Bank of Boston 


Harey ArtuHur Horr, M.B.A. 


H. A. Hopf Company, Management 
Engineers, New York and Chicago 


ABA B. Jounson, formerly 


Chawman of Board 
Baldwin Locomotive Works 


Lewis B. Jones, Vice President 
Eastman Kodak Company 


Henry P. Kenpatu, Treasurer 
Kendall Mills. Inc. 


H. R. Kern, Collection Manager 
Hart Schaffner & Marx, Chicago 


JoHN McHveu, President 
Chase National Bank 
. New York City 


Harrison McJounston, M.A. 
Director of Business Management 


Department 
LaSalle Extension University 


Saunpers Norve.y, formerly 


Chairman of Board 
McKesson & Robbins, Inc. 
New York City 


J. C. Penney, Chairman 
J. C, Penney Company 


R. G. A. Puiuups, First Vice 
President 
American Multigraph Co. 


E. E. Ramsey, formerly Manager 


J. A. Guascock, Superintendent 
P. Lorillard Company, Inc. 
Richmond, Va. 


R. G. Ruett, President 


Peoples National Bank, Charleston 


R. C. Samsgt, A.B., J.D., Director, 


Department of Law 
LaSalle Extension University 


Epwarp M. Sxrnner, General 
Manager - 
Wilson Brothers, Chicago 


E. M. Sratier, President 
Hotels Statler Company, Inc. 


Ernest T. Trica, President and 
General Manager 
John Lucas & Co., Inc., Philadelphia 


Rosert R. Uppecrarr, Member 
Ray D. Lillibridge, Inc., Advertising 
New York City 


Grorce M. Verity, President 
The American Rolling Mill Co. 


R. 8. Warts, Collection Manager 
American Steel & Wire Co. 


ASALLE EXTENSION UNIVERSITY is also indebted to the fol- 


lowing business executives, professional men, and educators. 


Some 


have reviewed, made suggestions for, or contributed otherwise to 


the various manuals of this Management Service. 


Others have co- 


operated with LaSalle Staffs in the preparation of reports and practical 
talks on business problems and important current developments, which 
supplement the 100 Executive Manuals. 


H. D. ANGER 
Elliott, Hume, McKague & Anger 
Toronto, Ontario, Canada 


Crcit 8. AsHpown, Vice President 
Remington Typewriter Co. 


ALEXANDER S. Banks, C. P. A. 
Leslie, Banks & Co. 
Certified Publie Accountants 
New York 


K. K. Brun, Vice President and 


General Manager 
Calumet Baking Powder Co. 


Ernest Luptow Bogart, Ph.D. 


Head of Department of Economics 
University of Illinois 


Homer J. Bucxipy, President 
Buckley, Dement & Co. 


Tueopore EB. Burton, LL.D. 
Former United States Senator 


Wayne E. BurrersaucH, Director 


of Traffic Instruction 
LaSalle Extension University 


Cuartes M. Cartwricut, Editor 
“The National Underwriter” 


Franx W. Dianan, Ph.D. 


‘Correspondence Supervisor 
LaSalle Extension University 


Arcuer Wau Dova.as, formerly 


Chairman Committee on Statvstics 
Chamber of Commerce of the U. 8. 


CotemAN DuPont, Capitalist 
New York City 


DeWirt Cart Eccieston, 


C.P.A. 
LL.B., Member 
Klein, Hinds & Finke, New York 


James W. Goon, Attorney 
Good, Childs, Bobb & Wescott 
Former Congressman 


Louis GuEentTHER, Editor 
“Winancial World,” New York 


ArtHur B. Hatt, A.B. 

Hall & Ellis, Real Estate, Chicago 
ArtHur Howmes, Ph.D., Professor 
of Psychology 


University of Pennsylvania 


B. Otney Hoveu, formerly Editor 
“American Exporter” 


Percy H. Jonnston, President 
Chemical National Bank, New York 


E. H. Kastor 
H. W. Kastor & Sons Advertising 
Company, Chicago 


Wm. D. MacCuntocx, Professor 
of English 
University of Chicago 


T. D. McGrecor, Vice President 
Edwin Bird Wilson, Inc., Advertising 
New York City 


Paut H. Nystrom, Ph.D., Profes- 
sor of Marketing 


Columbia University 
Formerly Director, Associated Mer- 
chandising Corporation 


ALEXANDER H. Reve.u, President 
Alexander H. Revell & Company 


GerorcEe E. Roserts, Vice President 
National City Bank, New York 


Maovrice H. Rosinson, Ph.D., Pro- 


fessor of Economics 
University of Illinois 


Srantey H. Ross, Vice President 
American Safan Corporation 
New York City 


Outver J. SANs, President 
American National Bank, Richmond 


Cuar.tes M. ScHwaB 
Bethlehem Steel Corporation 


Monroz A. SmiTH, JR., Director of 


Personnel 
U. 8. Gypsum Company 


H. Parxer Wiis, Ph.D., Editor 


“New York Journal of Commerce” 
Formerly Secretary, Federal Reserve 
Board 


Joun Nortu Witys, President 
Willys-Overland Company 


Water F. Wyman, Sales and 


Export Manager 
The Carter’s Ink Company 


CONTENTS 
DAILY FINANCING PROCEDURE 


Part I 
EvEeRYDAY FINANCING THAT Pays Page 
The Purpose of the Business........5-5. 0: «< cee serene 2 
The ‘Factor, of ‘Supervision... <2... +>samase snes «seer ees 3 
Having a Suitable Location................. satel ct CMe sent Sines 4 
Financing Requires Careful Planning Ahead................-. 6 
Providing. for Emergeneiesis.-..2.2..--00+..0+ sce suas ees 
Habits of “Payment... .25 cise ei an. act eee « spene oe Meteaete eietar sions 8 
Taking Cash Discoumts.4 2 tain ss so~ oe ao eer ee ep eee ae 9 
Charting the Financial “Cotrse. .. << 2... 0. + =s2< 0 sealed ge 10 
Providing Funds for Fixed Assets..........ccceesserseeseds 11 
Profitable Use of Available Funds...................00.ee005 12 
Building Up a Surplwtss ...-.\...x - . acute eters ale ele aretarelie oie te oeians 13 
Personal Qualities Count Heavily..........6..-c000ccces emer 14 
- Part II 
PROFITABLE BoRROWING 
Why: Borrowing Is Profitables.ts  ...:.s.< asst ecnios eee ee 16 
The Constructive View of Borrowing..................-2-00- 17 
Inventories—Keeping a Well-Balanced Stock................. 18 
Turnover! of. Inventories#ae.. os.. «<2 sosscte as nemesis 19 
Expenses Directly Affect Borrowing Needs................... 21 
Materials and Direct-Labor Costs............... cesses wees 22 
Manufacture Ixpensesit. 2s scm acre so cree miclsljoereier elem orsiae 22 
Selling and Advertising Hxpenses. ....... vc ceeesmeen es eee 23 
Administrative + HXPeCNnSese siete sc6 aca wceiaa oleleversersrte enemrettets aerate e 23 
The: Margin. of (Profits .20. cco ccs oe Heel eee eee ieee 24 
The. Votame of) Saless’, (2705.0 .. aes oie ee set eee eee 26 
How Collections Affect Borrowing.............. cece ee ee ences 27 
Part TI 
IncominG FuNDS AND THE TRADE ACCEPTANCE 
The: Wide Use: of -Creditumene:....< hee ee eee 30 
Financing Accounts Receivable................0cceecceeceees 31 
What the Trade Acceptance Is................00 cee ceeeeeees 32 
Trade Acceptances Aid in Lending and Borrowing............. 34 
Abuse of the Trade Acceptance. ./s. (5) s.-.80 oon nee ere ee 36 
The Banker's Acceptanessiag.c..s2 canes scat ese ameter ttn 38 
Unsound Practices to Be. Avoided................cececceeees 41 
CHECK-UP ON, PRINCIPLES :..55..)cnn cies woe ei aaeate ete 43 


IMPROVING THE FINANCIAL CoNDITION—EXXECUTIVE PRos- 
EBM WA! ccs a4 ik S Mave ore wack co Sreeve te cece eae enero 45 


DAILY FINANCING PROCEDURE 
Part I 
Everypay FINANCING THAT Pays 


E ARE all familiar with the stories of spectacular 

WV) financial coups that have brought fortunes over- 

night to daring operators. They make enter- 

taining reading, but they do not tell us anything about 

daily financial procedure in the profitable operation of a 

business. Were all the facts made known, it would be 

evident that far more money has been lost than gained 
thru “high financing.” 

Real business success is made by men who build solidly 
day by day, applying sound principles and rendering 
valuable service as they go along. Sound daily procedure 
underlies not only the success of the business giants we 
read about, but underlies also the success of smaller en- 
terprisers whose success is perhaps not so widely her- 
alded, but is just as commendable. 

Whether a business is large or small, it is true that— 
A satisfactory financial condition can be attained and 
maintained only with efficient supervision of the 
ordinary everyday details of sound business manage- 
ment, as they affect the income and outgo of current 

_ funds. 

It is our purpose here to show in bold relief the close 
connection between efficient everyday financing and the 
principles of sound management as applied in other de- 
partments of a business. 

We know, of course, that a business does not grow 
merely as a result of financial operations. As explained 
early in this training service, “barter”—exchanging goods 
for goods without the use of money—was the beginning 
of business; the financing problem came later with the 
development of the use of money and credit as mediums 
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of exchange. But as specialized production and trade 
have developed, the problems of finance have become in- 
creasingly important. It remains true, however, that if 
the producing, buying, administrative, and selling activi- 
ties of a business are all well managed, the financing 
activities are then relatively easy to handle. 

It is essential to the efficient financing of any busi- 

ness that all departments of the business be well 

managed. 

A well-managed business seldom finds its everyday 
financing problems very difficult to handle. But whether 
or not a business is otherwise well managed, there are 
always important financing matters to be watched day by 
day. 

Let us analyze some of the important factors that have 
a direct influence on everyday financing procedure. 


The Purpose of the Business. A business that does not 
serve a worthwhile purpose is like a ship without a rud- 
der.. It gets nowhere. No business can expect to make 
headway as a going concern ‘unless it is more than just a 
temporary money-making proposition. It must fill some 
fundamental economic need of a permanent and growing 
nature if it is to grow financially stronger day by day. 
There must be a real demand for its product or service, 
and it must be able to secure its share of sales in compe- 
tition with other suppliers. 

Complete understanding of the purpose of a busi- 
ness implies complete understanding of the need for 
a product or service. 
It is always advisable, especially before starting into 
_a new business undertaking calling for considerable capi- 
tal outlay, to have a clear and complete understanding 
of the purpose of the business. If doubt exists as to the 
probable permanence of demand, it is sometimes possible 
to try out the proposed business on a small scale. If this 
trial fails, the loss is thus limited. This procedure is also 
advisable in trying out new plans and products in an 
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established business. In general, the test idea applied 
wherever there is doubt as to the merit of proposed plans, 
products, or services (when it is possible to make a real 
test at low expense) is one of the important means of 
conserving capital by’ guarding against large losses. 


The Factor of Supervision. A business enterprise, like 
the ship, needs a master. It needs some one in direct 
control of all activities, with authority to see to it that 
orders are carried out and that the whole organization 
works together in effectively fulfilling the purpose of the 
business. 

In some small businesses this guiding head himself 
assumes the duties of the financial manager, keeping a 
close watch on all receipts and disbursements, obtaining 
loans and repaying them, and supervising even the small 
details. In large concerns, however, the responsibility 
for attending to all financial matters is usually assigned 
to the treasurer. 

No matter how large or how small a business may 
be, final authority and responsibility should be 
vested in one man (or one small unified group) 
capable of co-ordinating all activities, and able to 
make sound decisions. 

Only a few years ago thé application of this principle 
was forcefully illustrated in the experience of a large 
mail order house. The president, who had been the or- 
ganizing genius and the most influential factor in the 
success of the business, retired from the active manage- 
ment and left the reins of control in the hands of several 
trusted lieutenants. But these men failed to meet their 
responsibilities, and when a general business depression 
set in, the company found itself in serious financial 
difficulties. 

The president found it necessary to return and resume 
personal direction of the business and to tide it over with 
a substantial contribution from his personal fortune. A 
little later, when he had succeeded in bringing order out 
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of chaos, he secured the services of a man able to assume 
general control of affairs, and placed in his hands the 
reins of management, vesting full authority and responsi- 
bility in this individual alone.. Thus it is necessary to 
have one final and capable source df authority in every 
business enterprise—with ability to supervise the opera- 
tion of the business in harmony with sound day-to-day 
financing of the business. 


Having a Suitable Location. A favorable location with 
respect to the important factors of cost, marketing, 
source of supply, and employment, is vital to efficient 
and economical financing. Location has direct effects on 
the various costs of doing business—not only on taxes, 
rent, and insurance, but on selling costs, buying costs, 
and production costs as well. 


The relative importance of these factors as influenced 
by location varies in different lines of business. We know 
how important, as a marketing factor, is a particular 
location in operating a retail store. From our analysis 
of the ratio of sales to fixed assets in Part II of Execu- 
tive Manual 44, we can see that the cost of a location 
(where land and buildings are owned) has a direct rela- 
tion to the amount of capital left available for financing 
sales and other operations. While the fact is not always 
readily recognized, location has an important effect on 
the financial activities of wholesale houses, factories, and 
other businesses, thru its effect on the ratio, sales to fixed 
assets. 


A plant located near its source of raw materials may 
have an advantage reflected in smaller outlay for sup- 
plies. That advantage, however, may be offset by dif- 
ficulty in getting its product to its best market. If much 
labor is utilized in the manufacturing processes, the ease 
with which that labor can be procured is another impor- 
tant matter affected by location. A shrewd manufacturer 
would never contemplate establishing a plant in any 
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locality unless he was sure of an adequate supply of the 
right kind of labor in that locality. Difficulty in secur- 
ing enough of the right kind of labor means added ex- 
pense, and added expense of every kind is, of course, an 
added difficulty in successfully financing a business. 
Management, by insuring a steady supply of efficient 
labor, thereby lessens the difficulty of handling its 
financial problem. 

Where the product of a plant is bulky and is distrib- 
uted nationally, careful detailed planning is necessary to 
bring about economies in marketing, which result in less 
strain on working capital. An illustration of such care- 
ful planning is found in one large automobile-manufac- 
turing organization. This company has a central manu- 
facturing plant devoted almost entirely to the production 
of parts, while the assembling of the cars is done in sev- 
eral assembly plants scattered thruout the country. In 
this way, a great saving in freight charges is secured, as 
it is cheaper to ship the parts and’assemble them later 
than it would be to ship the completed cars. The assem- 
bly plants have been located in or near the centers of 
large population—permitting economical distribution of 
assembled ears. 


Location is especially important to the retail mer- 
chant. If he rents a storeroom in a desirable location, 
he must provide for the retention of that location—often 
a matter of safeguarding himself by the terms of lease. 
Merchants are often forced to decide against a good loca- 
tion because the lease obtainable fails to safeguard fu- 
ture tenure of the premises. They seek to avoid a short 
lease which is likely to terminate at a time when busi- 
ness is at high tide, when a new lease might have to be 
negotiated at a much higher rental—so high, perhaps, 
that the added expense would seriously handicap them in 
financing their businesses. 

Thus, in many ways— 

Choice of a suitable location opens the way for man- 
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agement to work economies which will leave a. 
greater amount of funds available for current opera- 
tions. 


Financing Requires Careful Planning Ahead. It has been 
said that more men go into bankruptcy from hard work 
than from loafing; they push expansion too fast. 

When a business is made to run before it is able 
to walk properly, a fall is likely to result 

Careful planning ahead means, among other things, 
arranging finances to meet seasonal demands and changes 
in business trends; analyzing sales and turnover so as to 
have on hand sufficient working capital; having a definite 
plan of selling and collecting, so that current obligations 
may be met promptly as they fall due; and so on. 


Buying and selling and collecting must be balanced 
properly to insure adequate working capital at all times. 
Especially is this true of concerns selling on the install- 
ment plan, as brought out in the discussion of the ratio, 
sales to receivables. The business that sells on the in-. 
stallment plan must gauge carefully the safe amount of 
sales which it can finance with the working capital at its 
command. This is also true of every business that sells 
on credit. 


Determining the Safe Rate of Growth. It is highly satis- 
factory to the owners of a business to see it prosper and 
grow. But expansion can be too fast for the financial 
resources. 


During the World War many firms embarked upon 
policies of great plant expansion, due to a rush of war 
orders, only to find out later that their plans for expan- 
sion had been based, not upon a permanent demand, but 
upon a transient need due to abnormal conditions. 


A business that earns profits consistently and regu- 
larly, and grows in a normal fashion, is in a better 
position than one that is subject to violent fluctuations 
ranging from big profits to severe losses. Of course, 
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nearly all business concerns are affected by changes in 
general business conditions and by seasonal factors, as 
explained early in this training service; but— | 
Any method that can be safely used to flatten out 
fluctuations in the volume of business from time to 
time, tends to make possible better financing of a 
business, thru a more even flow of funds. 

Such a method may lie in exercising resistance against 
the temptation to take on too much business when times 
are very good, and more determined efforts to get busi- 
ness when times are not so good; or it may be a plan for 
lengthening out the production season, so that one sea- 
son may meet the next season with little intervening time 
between; or it may be the addition of a product that 
dovetails seasonally with the other products sold. 

To know when to exercise restraint often calls for 
better judgment than to know when to go strongly 
after more business. 

A period of great prosperity, while it exists, is evident 
to all, but an approaching trade depression is evident 
only to those who know how to look ahead and read the 
signs as indicated by barometers of business conditions. 
The more important business barometers and the prob- 
lem of forecasting changes in business conditions were 
covered in Executive Manual 3. 


Let us remember that— 


The rate of growth of a business enterprise should 
be kept within limits of safety, and these limits are 
not set merely by financial ability to acquire addi- 
tional operating space and equipment. 

Sometimes eagerness to expand, to take advantage of 
very favorable current conditions, leads a business con- 
cern to borrow so much for investment in fixed assets 
that growing demands for working capital requirements 
cannot be adequately met. This frequently happens in 
times of high prosperity when sales are comparatively 
easy to make. At such times, management may increase 
its operating facilities by means of short-term borrowing 
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at high interest rates, intending to take advantage of 
lower rates later. That, ordinarily, is sound practice; but 
it may so use up credit facilities that further current bor- 
rowing to meet growing working capital demands is dan- 
gerously restricted. 


That possibility reminds us of the very important fact 
—important in every phase of business management— 
that— , 

A business executive must have a broad knowledge 
of fundamental principles, so that he can clearly 


discern all possible influencing factors and weigh 
them carefully before making a decision. 


Providing for Emergencies. Sufficient current funds and 
credit should be available not only to meet all necessary 
expenditures incurred in current operations, but also to 
meet emergencies. A fire, a strike, some unexpected 
change in the market or in general: business conditions 
may precipitate an emergency call for more money. This 
requires the maintenance of a margin of capital over and 
above the amount required for ordinary operations. The 
emergency may be met from surplus accumulated or 
from additional borrowing; but if borrowing has been 
pushed to the limit, inability to meet the emergency may 
prove disastrous. Provision for emergencies is largely a 
matter of building up a surplus of assets that may be 
readily turned into cash if necessary. 


Habits of Payment. Every well-managed concern main- 
tains an accurate record of its maturing liabilities. 
To preserve its credit standing it must meet its bills 
promptly. The providing of funds to meet maturing 
indebtedness is a very important problem of day-to-day 
financing. It seldom or never automatically solves itself; 
it requires constant vigilance. 

Cordial relations with suppliers and with banks are 
not represented as tangible assets on the balance 


sheet, but they are a source of real strength to a 
business. 
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Suppliers like to sell to firms that are known to be 
prompt pay; bankers like to deal with them and will 
usually lend them funds on favorable terms. Both sup- 
pliers and bankers are eager to hold the trade and good 
will of such firms, making special efforts to maintain the 
highest quality of goods or services supplied to them. 
Thus such firms have important advantages over com- 
petitors who are not so careful in paying their bills 
promptly. Furthermore, the prompt payer gets cash dis- 
counts from his suppliers. Much of the net profit earned 
by many business concerns comes from the cash discounts 
they are allowed by those from whom they buy. 


Taking Cash Discounts. In many lines of business the 
terms of sale provide for a liberal discount for payment 
within a short time limit. But even where the discount 
is relatively small, say only 1 or 2 per cent, it may, if 
taken, mount up to a large total during a year and 
become an important addition to net profits. 

The taking of cash discounts is exceptionally impor- 
tant in the operation of a business which turns over 
its goods rapidly on a narrow margin of profit. 

In such cases in particular, the profits realized from 
taking cash discounts may represent a surprisingly large 
percentage of annual net earnings. Take the case of a 
merchant who is making frequent purchases to replenish 
his stock. On most bills of goods from his suppliers he 
is offered a 2 per cent discount for payment within 10 
days. The net bill is due at the end of 30 days. Ii he 
takes the cash discount, he sacrifices the use of his money 
for 20 days—the difference between the 30 days’ net and 
the 10 days’ cash. But in so doing he makes 2 per cent. 
Even if he has to borrow the money on a 30-day loan 
from the bank at 6 per cent per annum (which is at the 
rate of 14 per cent a month), he can realize a net profit 
of approximately 114 per cent on the amount of the bill 
by taking the cash discount. If he can repeat the opera- 
tion every 45 days (8 times a year), he will realize a 
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profit of 12 per cent per annum on borrowed funds used 
in this way. 


Charting the Financial Course. A business should know 
definitely the amount of cash it will need to meet current 
and future requirements, and should make provisions 
accordingly. It is evidence of poor financing when man- 
agement is caught unawares and faced with maturing 
liabilities for which no ready funds are available. 


Undoubtedly there are times when emergency financ- 
ing is unavoidable, but these occasions should be com- 
paratively rare; in fact, every effort should be made to 
avoid them by careful planning ahead. as previously 
stated. 


Planning consists of carefully charting the future in- 
come and outgo of funds. A thoro analysis of budgets 
and of budget making will be taken up in the next execu- 
tive manual and again in the major section on accounting 
and statistical control; but the relation of budgeting to 
day-to-day financing is the problem that concerns us 
here. 

In making efforts to increase sales, to perfect operat- 
ing methods, and to improve the product and service, 
there must be planning to provide the funds for 
carrying on all these activities. 

The treasurer of a business wants to know for several 
months ahead: 


What the expenses of operating will be. - 


What unusual outlays must be financed, such as investment 
in additional fixed assets, the payment of current loans, 
the meeting of any maturing long-term obligations, ete. 
What the income, chiefly from collections, will be. 
Year in and year out he will expect the first item 
above (operating expenses) to be adequately taken care 
of from the proceeds of the third item (collections). 


But in some lines of business there are periods within 
the year when the expenses exceed the collections, and 
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vice versa. In the fish-canning industry and in the natu- 
ral-ice business, the year’s production operations are all 
performed in a few months. This requires a heavy out- 
lay of funds in a comparatively short period, and it may 
be more than six months before the income from sales 
will be equal to the operating expenses. Thus it is us- 
ually necessary to borrow in fairly large amounts to 
bridge over the heavy production period. 


Not only in such lines of business, where the need for 
borrowed funds is concentrated within a few months of 
the year, but also in every business that borrows operat- 
ing capital— 

It is sound policy to make prior arrangements for 
necessary borrowing and to show requirements care- 
fully estimated; not to wait until the need becomes 
urgent. 


Providing Funds for Fixed Assets. To finance additions 
to equipment or buildings, to meet the maturities of a 
long-term indebtedness, such as a bond issue, special pro- 
vision may be necessary. Hither enough must have been 
set aside from earnings to provide for additions to fixed 
assets or definite plans must be made for favorably re- 
newing or refinancing the obligation in the same or a 
new form. But it must never be forgotten that— 

For a business to be permanently profitable the 
income from sales must, in the long run, provide 
sufficient funds for expenditures of all kinds and 
afford a profit in addition. 

In the ordinary procedure of business operations, it is 
comparatively easy to estimate the funds which will be 
forthcoming from collections. Experience is the main 
guide. In large concerns the treasurer can learn from 
his credit or collection manager what the prospects are; 
and in cases of emergency, special efforts can be made to 
speed up colléctions and thus reduce the item of accounts 
receivable in which working funds are employed. In 
large concerns also, where the expenditures are depart- 
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mentalized in detail, certain standards of average outgo 
can be set up to offer a satisfactory guide for determin- 
ing whether or not current expenditures in each depart- 
ment are in proper relation to income as a whole. 


Profitable Use of Available Funds. A firm that is doing 
a profitable business should be able to make full use of 
its working capital all the time—except when the trade 
outlook is very doubtful and uncertain. Under normal 
business conditions, full employment of working capital 
is desirable. This will be fully explained in Part II of 
this executive manual. 

The cash position of a business. should be strong 
enough to enable it to secure the best terms and cash 
discounts from its suppliers. But stocks carried should 
be as light as possible, consistent with efficient produc- 
tion and with due consideration of the advantage of 
price concessions on quantity buying. Where the mer- 
chandise dealt in is subject to sharp fluctuations in value, 
as by deterioration in quality, or by market changes, or 
in any other way, then, of course, those stocks should be 
constantly under close surveillance. 

The problem of making the most profitable use of 
available funds is, in essence, the problem of most 
efficiently controlling the operation of the business. 

A nationally known shoe manufacturer, profiting by 
the experience gained in the price slump of 1920-1921, 
decided to make a complete change in his methods of 
distribution to the retail shoe trade. Instead of selling 
the retailer heavy stocks to cover requirements for six 
months’ sales and granting long credit terms, he adopted 
the policy of making shipments in small lots, by express, 
to meet the retailers’ current needs. In this way he 
helped his trade to carry smaller stocks, to turn these 
stocks faster, and to pay for them sooner. He also sim- 
plified his manufactured lines: he reduced the number 
of styles to the minimum number necessary to meet the 
public taste. He was thus able to reduce his own inven- 
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tories and make them less subject to violent fluctuations 
during the spring and autumn. He was able to sell on 
shorter terms and to increase the turnover of his receiv- 
ables. In speeding up his own turnover, he taught the 
shoe retailer to do likewise, and at the same time set the 
pace for his customers in lessening the risk of accumulat- 
ing dead stock. 

Ordinarily a going concern will have on hand enough 
cash to take care of its immediate requirements, but at 
certain times it becomes necessary to strengthen the cash 
position greatly because of some anticipated strain due 
to keen competition, unavoidable losses, or a falling off 
in collections. 

Where the steadily incoming funds are regularly in 
excess of requirements, the purposes and policies of the 
concern determine what disposition shall be made of 
them—whether they shall he invested in securities of 
other companies or in additions to plant and equipment, 
or set aside for contingencies, or distributed in dividends. 
However— 

Before excess income is distributed in dividends, it 
should be definitely ascertained that the financial 
condition of a business is strong enough to meet 
future requirements without resort to unprofitable 
borrowing. 


Building Up a Surplus. Practically every business con- 
cern finds it good policy to leave sufficient earnings in the 
business to build up what is estimated to be an adequate 
surplus available for expansion and unusual demands for 
funds. 

Surplus, from a legal and accounting standpoint, is not 
a part of capital, yet in business practice it serves some 
of the purposes of capital, so it is sometimes termed 
“secondary capital.” 

If a business has a surplus, it uses it as a buffer against 
losses that may occur, without adversely affecting the 
original invested capital. 
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The accumulation of a comfortable surplus also 
strengthens the credit position, as it is evidence of 
conservative and profitable management. 
The various uses of surplus funds will be fully ex- 
plained in Part II of Executive Manual 48. 


Personal Qualities Count Heavily. One of the most im- 
portant considerations in financing a business is a thing 
we are inclined to pass over as unimportant; namely, 
personality. 

A business man who possesses self-confidence and force, 
who has a friendly and winning manner, and who is hon- 
est, finds it relatively easy to borrow funds. These per- 
sonal attributes are none the less real assets because they 
are intangible. They make for cordial and harmonious 
relations with suppliers of goods and of credit, with cus- 
tomers, and with employes and associates. 


The personality of the head of a business and of his 
executives has an important bearing on successful 
financing, directly affecting all those activities result- 
ing in the income or outgo of funds. 


Harmony in the Organization. Financing is often made 
extremely difficult where there is constant friction among 
owners, officers, and employes. 

Real co-operative efficiency makes itself felt thru pro- 
ducing a better product or service, at low cost, and with 
pleasant relationships all around. It builds good will 
both inside the organization, and outside, on the part of 
customers who are better satisfied: It gains the favor 
of suppliers thru the prompt payment of obligations. It 
wins the approval of bankers, who are more willing to 
lend to the organization that is known to work together 
harmoniously. 

Thus again we come face to face with the fact that— 


A sound reputation built on efficient management 
contributes definitelygto the smooth working of all 
financial operations. 


Everyday financing that pays is always based, both 
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directly and indirectly, upon sound management of a 
business as a whole. The business that is well managed 
in other respects seldom meets with financial difficulties 
that cannot be readily handled. In fact, funds are so 
readily available, as a rule, that it must guard against 
borrowing more than is necessary. Borrowing can be 
made most profitable by keeping necessary borrowing 
down to a minimum consistent with sound business prac- 
‘tice. So important is this phase of financing that we 
shall give it special consideration in Part II of this execu- 
tive manual. 


DAILY FINANCING PROCEDURE 
Part II 
PROFITABLE BORROWING 


HY do business firms, almost without exception, 
find borrowing profitable? Why shouldn’t a firm 
endeavor to build up such a strong cash position that it 
can carry all the burdens of financing “on its own 
shoulders”? 
Those are not easy questions. But if we consider eer- 
tain fundamental principles, we shall find their answer 
simple. 


Why Borrowing Is Profitable. Business firms find bor- 
rowing profitable because capital required from time to 
time varies, with fluctuations in sales, day-to-day pro- 
duction, collections, employment conditions, the activi- 
ties of competitors, suppliers, and customers, with 
changes in general business conditions, with the rise and 
fall of prices for the goods and services bought and sold, 
and so on. 

Variations in producing and selling activities and in 
the results of collection activities are the main causes 
of variations in the amount of working capital 
needed from time to time. 

It is apparent that the business which operates entirely 
on owned capital needs to have sufficient money to meet 
requirements at the “peak-load” periods—which leaves it 
with unused funds at other periods. If, from time to 
time, some of its funds are not used in the business, an 
outside use must be found for those funds; for idle 
money—a bank balance greater than necessary even for 
short periods of time—is an unnecessary expense. 


But the placing of capital into outside uses for short 
periods of time is really a banking function; it is, in fact, 
a prime service rendered-by banks to business. Conse- 
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quently, most financial managers rely upon borrowed 
capital to help meet fluctuating requirements; they cut 
down owned working capital to a minimum amount, con- 
sistent with safety. Profits in excess of dividend require- 
ments are invested either in expanding the business or in 
good securities which may be readily sold if necessary. 
They know that— 

Too much capital, as well as insufficient capital, 

reacts unfavorably on profits. 

Surplus funds are accumulated to meet anticipated 
needs or to provide a safety reserve against possible 
losses. This does not mean, however, that a very large 
surplus must be piled up, but only enough to take care 
of expansion and to meet possible emergencies. 


The Constructive View of Borrowing. Borrowing plays 
such a prominent part in financing a business along 
sound lines that every executive should understand when 
and how to borrow profitably. 

The executive who shapes and executes financial poli- 
cies is rightly concerned in eliminating unnecessary 
expenditures, in keeping costs within control, and in 
curtailing wasteful or dangerous borrowing. But it 
should be remembered that— 

A financial executive cannot let himself be governed 
_merely by a series of ‘‘Don’ts,’’ else he will over- 
look many opportunities of promoting health and 
growth in the business organization as a whole. 

While wise borrowing has direct beneficial results on 
profits, we cannot lose sight of the fact that unwise bor- 
rowing—due to inefficient control of owned and borrowed 
capital—is a direct or contributing cause of many busi- 
ness failures and many unprofitable operations. While it 
is not the soundest policy to go to either extreme in 
providing necessary funds—that is, building up too big 
a cash reserve or trying to proceed on too small a mar- 
gin—it is a well-known fact that the first extreme (too 
much cash on hand) earries with it reduced profits, while 
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the second extreme (too much borrowing) actually en- 
dangers the health and life of the enterprise. 


Good management will keep down its borrowings— 
from suppliers and other lenders of money and credit, as 
well as from banks—to the lowest amount required. Its 
_ borrowing power is exercised only when there is addi- 
tional profit to be had from borrowing. It will do no 
unnecessary borrowing. 

The ultimate aim of borrowing cash, and the one 
justification for borrowing, is that the borrowed 
funds will be employed in earning a profit over and 
above the cost of borrowing. 

We shall concern ourselves principally with the prob- 
lem of borrowing as it relates to day-to-day financing 
procedure—that is, borrowing to provide sufficient work- 
ing capital for current requirements. In Executive Man- 
ual 44 we studied various factors which influence the 
general financial structure from a broad view—in respect 
to fixed capital as well as to working capital. Here we 
are more concerned with the important factors which, in 
every organization, affect the current or working capital 
requirements. From a careful analysis of these factors, 
we can make decisions and formulate policies which will 
increase operating efficiency in all departments and 
“make our money go further”’—in other words, curtail 
borrowing to limits consistent with profitable manage- 
ment. We shall take up these important factors in the 
following order: 

Inventories, 
Expenses. 
Margin of Profit. 
Volume of Sales. 
Terms of Sale. 
Collections. 


SO aN alee 


Inventories—Keeping a Well-Balanced Stock. From our 
analysis of the ratio of sales to inventories, in Part II of 
the preceding manual, we learned how increases and 
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decreases in stocks on hand influence working capital 
requirements. Increases entail the use of more working 
capital or a reduction in cash working capital. If cash 
on hand is not reduced, more money or credit must be 
obtained—from contributions by the owners, from in- 
creased income, or from outside borrowing. In any event, 
the additional stocks must be disposed of in due time and 
at satisfactory profits to earn a substantial return on the 
money or credit used in their purchase. 

There are many instances where merchants and manu- 
facturers have “loaded up” with stocks far in excess of 
the ability of their markets to absorb them soon enough 
to yield a satisfactory profit. 

Idle goods mean lost profits, especially so if the goods 
depreciate in value or cause the tying up of owned 
or borrowed capital that might be put to some more 
profitable or urgent use. 

An efficient financial manager will have available some 
means by which he can tell when inventories or pur- 
chases are too large for the needs of the business. Usually 
he will have a system of adequate inventory records 
(similar to those described in Executive Manual 36 in 
the section on Principles of Production), and carefully 
prepared purchase budgets, which will be explained in 
the next executive manual. 

Efficient management, of course, uses discretion in 
keeping its inventories down to profitable quantities, 
recognizing the fact that there are occasions when it may 
be advisable and even necessary to make purchases far in 
excess of immediate needs; as when there is a prospec- 
tive shortage in some raw material or line of merchan- 
dise. 


Turnover of Inventories. An apparent need for more 
borrowed capital can often be eliminated thru a faster 
turning of finished goods into cash, or thru a speeding 
up of manufacturing processes. The former implies bet- 
ter sales and collections; the latter is a problem in plant 
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management, as explained in the section of this training 
service on Principles of Production. The collection prob- 
lem will be covered in Executive Manuals 54 and 55. 


A well-known automobile manufacturer took over a 
factory which was without ready money and credit. He 
found many automobiles in process of manufacture that 
could not be completed because of the failure of a certain 
supplier to deliver a quantity of necessary parts. This 
delay in delivery was caused by serious labor trouble in 
the supplier’s plant. 


The new manager sized up the situation and decided 
not to wait longer. He substituted a higher-priced part 
that was immediately available. He quickly finished the 
machines, delivered them, extended timely help and sug- 
gestions to aid his dealers in reselling them, and thus 
effected a quick turning of his product into cash. What 
he lost in the higher cost of the substituted part he more 
than made up by speeding up turnover of his stock. In 
this way he succeeded in acquiring needed funds with 
which to finance further operations. 


An important principle of efficient financing was illus- 
trated in that case, as follows: 

Any method which tends to make a firm’s working 
capital more liquid—that is, which makes it more 
quickly available for re-use—has a direct salutary 
effect on borrowing requirements. 

Thru the proper handling of inventories there are 
many ways in which a firm’s working capital can be made 
more liquid. A few of the more important ways are: 

By speeding up deliveries of raw materials or goods pur- 

chased for re-sale. 

By speeding up manufacturing operations so that less time 
is consumed in turning raw materials and parts into finished 
products. 

By reducing “dead” or “slow-moving” stock thru price con- 
cessions, and substituting fresh, readily usable or salable 
stock. ‘ 

By increasing sales—developing present markets more inten- 
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sively, opening new markets, creating greater consumer 
acceptance and demand, etc., as explained fully in the major 
divisions of this training service on Selling and Sales Man- 
agement and on Advertising and Marketing. 


Expenses Directly Affect Borrowing Needs. Another 
safeguard against unnecessary borrowing lies in keeping 
expenses down, and this is a very important factor in 
business financing. There is no greater “bug-bear” to all 
business men than rapidly rising costs and increasing 
overhead. In avoiding unnecessary expense, the keep- 
ing of accurate cost records is of prime importance. 
Proper analysis of costs often reveals opportunities for 
reducing expenses, so that the need for borrowing can 
be eliminated, and so that working capital which is being 
unwisely employed can be transferred to more profitable 
uses. 

Investigations show that unwise distribution of over- 
head can mislead management into plans and activities 
which jeopardize a firm’s financial position. 

Regardless of whether a business concern is engaged 
in manufacturing, in merchandising, or in supplying 
some other form of service, an efficient system of 
cost accounting is a vital requirement of efficient 
financing. 

So important is this question of accurate accounting 
that bankers usually refuse to extend credit to firms 
whose cost-accounting methods do not meet their ap- 
proval. Bankers well know that if a manufacturer or mer- 
chant is ignorant of his true costs, he does not know how 
to determine where losses and gains come in his business, 
and is consequently unable to conserve efficiently the 
resources which he has available. 

Those cost factors which enter into production were 
covered in the division of this training service on Prin- 
ciples of Production. For practical purposes of financ- 
ing, we may divide costs into four broad classes, as 
follows: 

1. Materials and direct-labor costs. 
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2. Manufacturing expenses. 
3. Selling and advertising expenses. 
4. Administrative expenses. 
Let us briefly review these classes of costs from the 
viewpoint of the financing problem. 


Materials and Direct-Labor Costs. In the case of manu- 
facturing concerns, it is necessary to expend money in 
the purchase of raw materials or finished parts, or both, 
and in the payment of labor in producing or assembling 
the finished products. The problem of management is 
to produce each unit at the minimum cost, and at the 
same time to maintain the quality of the product at a 
predetermined standard. The problem of attaining low- 
cost production has already been fully analyzed in pre- 
ceding manuals, and it is here only necessary to em- 
phasize the importance of the sound principles already 
set forth on the handling of men and materials. 


Manufacturing Expenses. These are items incidental 
and necessary to the manufacture of a product, but of 
such a nature that they cannot be charged directly 
against individual production orders. They are incurred 
in the general operation of the factory, and include such 
items as insurance, taxes, light, power, heat, repairs, in- 
direct labor, and miscellaneous supplies. 

Many of these expenses do not fluctuate in direct pro- 
portion to increases and decreases in the volume of pro- 
duction. Some, like taxes and insurance, are fixed 
charges. It is of great importance that the managers of 
a business know the exact relation between these ex- 
penses on the one hand and output and working capital 
on the other. 

Similar indirect expenses enter into the operation of 
a merchandising concern which, while it may buy fin- 
ished products for re-sale, is actually engaged in produc- 
ing a service. 

To keep indirect expenses down to the minimum— 
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not to let them grow any faster than necessary— 
is of considerable concern to financial management; 
for once they take root, it is difficult to cut them off 
when it becomes necessary to reduce expenses. 


Selling and Advertising Expenses. While the financial 
manager does not, as a rule, exercise direct control over 
sales and advertising activities, and has no authority to 
lay out selling policies and methods with a view toward 
keeping costs down, he must be able to recognize those 
danger signals which show that selling expenses are 
mounting too high. Also, thru a practical understanding 
of selling and sales management, he should be able to 
counsel with the manager of sales and to co-operate with 
him in finding the cause of increasing expenses and in 
formulating plans for eliminating it. 


A method of computing selling expenses was presented 
in the appendix to Executive Manual 24. The financial 
manager wants to know selling costs. He also wants 
definite facts concerning prospective sales and costs, so 
that adequate working capital can be provided to take 
care of increases in both sales and output. 


Administrative Expenses. Many expense items inci- 
dental to operating a business do not directly add tangi- 
ble value to the products or services sold. It is difficult 
to assign them either to production or sales, altho this 
was done in the appendix to Executive Manual 24 in 
figuring selling costs. 


It is necessary, however, to know whether or rot an 
administrative expense item contributes profitably to the 
operation of the business as a whole. 


Excessive expenses incurred in the handling of routine 
correspondence may attract the attention of a financial 
manager while he is studying ways and means of improv- 
ing his firm’s working capital position. By knowing how 
this correspondence is handled, and by having a working 
knowledge of the sound principles underlying the scien- 
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tific management of office activities—as fully explained 
in a later division of this training service—he can confer 
understandingly with the office manager and help in 
devising means by which worth-while economies can be 
effected. 


In all these ways we see how— 


The financial executive in any firm can, by knowing 
costs and expenses, co-operate with executives in all 
other departments and effect economies that will 
strengthen the firm’s financial position by curtailing 
unnecessary expenditures, and thus making the 
working capital ‘‘go farther.’’ 


The Margin of Profit. The difference between costs 
and selling prices is, as we saw in Executive Manual 4, 
the goal and also the driving force in all businesses. The 
relation between this margin of profit and other business 
. factors has a decided influence on the financial policy 
of every enterprise. 


As we all know, the relative profits of well-managed 
businesses differ widely, even when all conditions are 
normal. We will recall that, in general (tho with numer- 
ous exceptions which are due to some monopolistic 
advantage), the relative margins of profit measure the 
risks involved. That is, where risk is high, the margin 
of profit tends to be high enough to compensate for it. 
Both capital and management refuse to take risks in 
business unless competitive prices are such as to permit 
of earning correspondingly good net profits. We are not 
at this point interested in the causes, however, but in the 
direct and indirect effects on finances, which result from 
larger or smaller margins of profit. 


In lines of business where the margins of profit are 
small—as in the wholesaling of staple commodities, the 
manufacturing of standard products, and thé like—the 
efforts to maintain and, if possible, to increase the net 
profits on a given volume of business must almost always 
center around the costs and expenses of the business. 
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And _ usually labor-saving, cost-reducing plans call for 
outlays of capital. The miller, for instance, buys every 
labor-saving device which will decrease his ultimate 
costs; the wholesaler is compelled to take each cash dis- 
count in order to make a reasonable net profit. And it 
takes capital, either owned or borrowed, to buy con- 
veyors for the mill or to finance a jobber’s inventory on 
a cash basis. 

A firm whose margin of profit is high does not have to 
practice such stringent economy. It does not have to 
watch the corners so closely. While it may be necessary 
for a business operating on a low profit margin to bor- 
row money for the purpose of effecting economies, the 
business showing large profits is seldom justified in using 
other than its owned capital in providing ways and 
means for reducing costs and expenses. 

Now comes the question: How is borrowing influenced 
by a business’s margin of profit? Short-term borrowing 
is, aS we have seen, based largely on current income— 
income out of which labor, expenses, and profits must be 
paid, as well as maturing loans. Profits come out of 
income last. If the margin of profits on a company’s 
business is normally large, it is, in a sense, a margin of 
assurance that all the prior calls on income will be met. 
The firm whose income statement shows large profits will, 
as a rule, find little difficulty in getting lines of short- 
term credit with suppliers and with banks. 


Long-term borrowing, however, is based mainly on the 
strength of fixed assets, not so much on immediate 
income. In fact, an unusually high margin of profit, 
accompanied as it most often is by relatively high risk, 
may deter the lender of long-term funds. In general, 
therefore, it is the sounder practice for the high-profit 
business to retain a large portion of these profits in the 
business and to rely for expansion on its earned surpluses 
rather than on outside capital. 


The factor, margin of profit, is of such obvious im- 


26 DAILY FINANCING PROCEDURE 


portance in another way that there is a tendency among 
some business men to take it too much for granted. 
Money must be expended for material, for supplies, for 
labor, for selling and advertising, for administrative 
control. All of such money must come eventually from 
the sale of goods or services. If it does not come in suffi- 
cient amount to retire current loans, to supply a good 
share of current expenditures and to provide a sound 
basis for credit, financial stringency is the consequence. 
Unprofitable borrowing, the loss of needed credit facilities, 
the inability to attract investors’ capital are almost sure 
to follow. 

Every executive should be able to answer this ques- 

tion about his business: ‘‘How much profit must I 

make over all costs and expenses to keep my finan- 

cial resources on an even keel?’’ 

In some lines of business, management has more lee- 
way in fixing selling prices than in others. Nevertheless, 
a certain amount of discretion—of business judgment— 
can generally be used, and it is here that management 
has one of its big opportunities to show tangible results. 


The Volume of Sales. “The proceeds of this loan are 
to be used in part to provide additional working capital 
made necessary by our large increase in sales volume.” 


That statement is sometimes seen in connection with 
the offering for sale of large bond or note issues to the 
public. It is good evidence that sales volume directly 
affects working capital needs, reflected in borrowing re- 
quirements. 

It is the duty of a financial manager to keep a close 
watch on the trend of the volume of sales, so that 
he may accordingly provide sufficient working capital. 

We know that an increase in sales may not always be 
attended by an increase in borrowing. As sales in- 
crease, the turnover of inventories and receivables may 
be speeded up, or more efficient operations or more favor- 
able marketing conditions may make possible lower pro- 
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ducing and selling costs. But it is possible to chart a 
perilous course by going after, and getting, sales in such 
large volume that the bussiness cannot be handled with 
the amount of working capital available. 

The dangers of overexpansion of fixed assets was 
brought out in the discussion of the ratio of sales to fixed 
assets in Part II of the preceding executive manual. 
There are also dangers in expanding working capital 
assets to meet the demands of increased sales. While the 
financial manager should be able to recognize them, he is 
not primarily interested in curtailing borrowing by means 
of retarding growth in sales volume. But he is vitally 
concerned in seeing to it that the demands made on cur- 
rent working capital by increased sales are kept within 
the limits of the firm’s borrowing capacity. 


Terms of Sale as They Affect Borrowing. A business 
selling goods on credit terms will, of course, need more 
working capital than if it were selling on a strictly cash 
basis; and its borrowing requirements will be greater, ex- 
cept, of course, in those rare cases where there is suffi- 
cient owned capital to finance all current operations. 

If bank loans are currently used to provide part of the 
working capital, it is true that— 

Borrowing can be curtailed to some extent by short- 
ening the terms of sale, and thereby shortening the 
period of time elapsing between deliveries and col- 
lections. 

Shortening the credit terms allowed can often be read- 
ily effected during periods of business expansion when 
money and credit are plentiful and customers find it 
easier to make prompt payments on purchases. 

During the period of post-war prosperity, in 1919-20, 
a leading manufacturer of office appliances was con- 
fronted with the problem of providing a large amount 
of additional working capital, due to rising prices and 
increasing sales volume. He was able partially to offset 
these new demands—which involved borrowing to an 
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extent that he did not wish to go—by shortening terms 
of sale, and thus increasing the turnover of his invested 
and borrowed funds. 


This manufacturer purchased most of his raw mate- 
rials in a cash market, and was thus unable to offset long 
credit extensions to customers by obtaining credit exten- 
sions from his own suppliers. 


How Collections Affect Borrowing. The sixth factor 
which bears directly upon a possible curtailment of bor- 
rowing is the matter of collections. There are times, of 
course, because of unusual business developments, either 
local or general, when collections come slow. Ordinarily, 
however, there is no real excuse for poor collections. 


When our collections are behind, it means that we are 
paying interest on funds to accommodate our customers. 
If our average of overdue accounts receivable is, say, 
$30,000, and we are paying 6 per cent on borrowed funds, 
our customers’ delinquencies are costing us $1,800 a year 
in interest charges alone. 


The business concern that does not have a really effi- 
cient collection plan is neglecting an important means of 
making owned and borrowed capital yield the profits it 
should. Funds that should be active in carrying on fur- 
ther operations are tied up in accounts receivable. Cus- 
tomers acquire lax habits in paying; and a situation that 
is bad in the first place steadily tends to grow worse. 

Efficient collections affect a firm’s financial con- 
ditions thru making more funds liquid and thereby 
helping to keep borrowing within the desired limits 
of efficient business operation. 

“TI attribute my success in a large degree to my collec- 
tion policy,” said a successful Ohio wholesaler. “I knew 
that my chief competitors were weak on collections and 
made up my mind I’d make collections promptly or quit 
business. I have finally accustomed all my customers to 
the habit. of paying on the dot. My overdue-account 
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record now actually comprises less than 1 per cent of 
sales.” 

As previously stated, the whole problem of collecting 
what is due will be covered in the next major division of 
this training service. 

In Part III of this executive manual, we shall analyze 
incoming funds, giving special attention to the use of 
trade acceptances as a means of securing a faster turn- 
over of receivables into cash. 


DAILY FINANCING PROCEDURE 
Part III 
INCOMING FUNDS AND THE TRADE ACCEPTANCE 


WE CAN see that low costs and expenses and fast 
sales and coilections are two blades of the shears 
that cut down the amount of working capital required. 
These shears are sharpest in the case of businesses that 
sell largely for cash and that effect rapid turnover of 
stocks. 

But the business that sells largely on credit or has a 
slow stock turnover finds considerable portions of its 
working capital tied up in receivables or in inventories. 
Such a. business must be careful to keep its working capi- 
tal position well in hand and make every effort to speed 
up its turnover of working capital. 

It all sifts down to the general problem of making the 
most profitable use of funds invested in the various 
operations of the business. That, in fact, is the essence 
of the problem of financing a business. Therefore— 

Any method which facilitates the conversion of out- 
standing receivables into liquid funds without ad- 
versely affecting profits should have the support of 
Management. 

That applies to the business that has adequate owned 
capital for financing all operations without borrowing as 
well as to the business that borrows. 

As a background for our analysis of incoming funds, 
let us briefly consider the wide use of credit. 


The Wide Use of Credit. Very many business transac- 
tions of to-day are put thru by the use of credit in one 
form or another; that is to say, settlement is not made 
promptly by paying cash. A certain period of time 
elapses before payments are made. But even where pur- 
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chases or sales are made “for cash,” the actual money 
transactions are largely represented by checks drawn on 
banks. 

When a bank lends money to a borrower it does not 
usually place in his hands a certain amount of coin or 
currency; it puts the sum borrowed to the credit of his 
account, upon which he in turn draws checks. Credit, 
.as explained in our study of economics early in this train- 
ing service, is now employed in the great bulk of financial 
settlements. It is used to meet our present or future 
needs, and it is thru the employment of credit in its vari- 
ous forms that we are most concerned in this study of 
financing a business. 

The modern mechanism by which most financial 
settlements are made consists of credit instruments 
of one kind or another. 


Bonds, notes, accounts receivable and accounts pay- 
able, checks, drafts, and acceptances are commonly used 
commercial forms of credit; employed in the everyday 
financing of business. 

A business may obtain funds or goods by giving its 
specific or implied promises to pay at some future date— 
bonds, notes, drafts, and acceptances, or accounts pay- 
able—or it may receive credit instruments in exchange 
for goods or services, in the form of notes, drafts, accept- 
ances, and checks. When it sells on open account it 
does not receive a written promise to pay, but it does 
possess an implied promise from the purchaser. This 
implied promise becomes an asset in the form of an 
“account receivable.” 


Financing Accounts Receivable. Since working capital 
in the form of accounts receivable plays such a big part 
in the affairs of so many modern business concerns, let 
us carefully analyze the important means by which capi- 
tal in this form can be kept constantly at work. 

It has long been the custom to finance those transac- 
tions involving accounts receivable, in part at least, by 
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means of borrowing. Within recent years, especially 
since the establishment of the Federal Reserve System, 
there has come a growing recognition of the value of the 
trade acceptance as a means by which many open ac- 
counts can be more readily and satisfactorily financed. 

The main function of our commercial banks is to 
finance the current operations of business with short- 
time loans. But current operations of business include 
many transactions made between buyers and sellers of 
goods on open accounts, and open accounts are often not 
an acceptable basis for borrowing, at least not to their 
full amount. This difficulty may in many cases be cor- 
rected by the use of trade acceptances. 


What the Trade Acceptance Is. The trade acceptance 
may be defined as a draft drawn by the seller (the 
drawer) on the buyer (the drawee) for a definite amount 
due at a definite future date to cover a specific trade 
transaction involving the sale of goods from one business 
firm to another. The amount is the value of the goods 
as shown on the invoice of sale. The acceptance either 
directly refers to the invoice or otherwise bears prima 
facie evidence that the obligation is incurred in the actual 
purchase ef goods, and not in the payment of a loan or a 
past-due account. Space on the face of the acceptance 
is provided for the signature of the buyer as acceptor, 
as shown in Figure 1. 

When the acceptance is signed by the buyer, it serves, 
not only as evidence of the debt incurred, but also as a 
negotiable instrument, which may be discounted at the 
bank or sold in the open market. The funds so obtained 
may be immediately put back to work in the operations 
of the seller’s business. 


Since the trade acceptance is a marketable bill of 
exchange it gives liquidity to a credit transaction 
that would otherwise involve the tying up of a cer- 
tain amount of current funds. 


How the Trade Acceptance Is Used. The use of the 
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acceptance in everyday business practice is not at all 
complicated, as the following typical case will show. 


The Gilmore Rubber Company sells to the Fairfield 
Tire Company a quantity of automobile tires for $1,265, 
on terms of 2 per cent cash discount for payment within 
ten days, sixty days net bill with trade acceptance. Ac- 
companying the invoice is a trade acceptance properly 
filled out and signed by the Gilmore Rubber Company. 


The Fairfield Tire Company may pay the bill within 
the cash discount period, or it may avail itself of the 
extension of credit by signing the trade acceptance and 
returning it to the Gilmore Rubber Company. The lat- 
ter company may hold the acceptance until the date of 
maturity and then present it for collection to the bank 
designated on the face of the instrument as the place of 
payment; or it may provide itself with current funds by 
discounting the acceptance at a bank or by selling it in 
the open market. In discounting or selling the acceptance 
the original drawer is required to indorse it, thus assum- 
ing the liability of a surety on a negotiable instrument; 
that is, he becomes liable for payment of the draft if the 
drawee fails to meet his obligation at maturity. 


We should not allow ourselves to be confused by the 
terms “discounting” and “selling.” The trade accept- 
ance is an ordinary domestic bill of exchange, and, when 
indorsed by the drawer, becomes a negotiable instrument 
which may be freely traded in. “Discounting” and “sell- 
ing” are really synonymous terms when used in connec- 
tion with negotiable bills of exchange, for the purchaser 
of these bills merely buys them at a discount. The term 
“discounting” is usually applied to the purchase of such 
a bill by a bank. 


Trade Acceptances Aid in Lending and Borrowing. There 


are certain important reasons why lenders, such as banks, 
look with favor on the trade acceptance. 


First, it is two-name paper. It represents the primary 


ROUTE OF THE TRADE ACCEPTANCE IN A DOMESTIC TRANSACTION 


Buyer 
| Fairfield Tire Co. 












| Seller 
Gilmore Rubber Co. 








(1) Time Draft Sent at Time Goods Are Shipped. 


(2) Acceptance Returned to Seller 





Federal Reserve Bank. 








Received 
for 





Funds: 
Received 
from 


Reserve 
Bank 





(4b) Funds Paid to Local Bank 











Figure 2. This diagram shows the steps taken in financing a domestic transaction with the aid of the trade 

acceptance. Follow the steps in their numbered order. Notice, however, that there are three alternative steps 

between (4) and (5). Instead of holding the acceptance until maturity, the local bank may rediscount it with 

the Federal Reserve Bank. In such an event, steps (4a), (4b), and (4c) will come between steps (4) and (5), 

and step (6a) will be added to the full procedure. When the acceptance is not rediscounted, steps (4a), (4b), 
(4c), and (6a) are omitted. 
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obligation of one business firm and the secondary obliga- 
tion of another. Thus the lender is, to an extent, safe- 
guarded in the matter of risk. 

Second, the trade acceptance represents a live current 
business transaction—the purchase of goods or of needed 
supplies for manufacture or re-sale, and funds should be 
available from the operation of the buyer’s business to 
meet the obligation at its maturity. 

Third, the trade acceptance, unlike a loan on open 
account, can be in turn liquidated (turned into cash) by 
the one who holds it, either thru selling it in the open 
- commercial-paper market or thru rediscounting it at the 
Federal Reserve Bank (if the holder of the trade accept- 
ance is a member bank in the Federal Reserve System). 

The trade acceptance is attractive to lenders because 
it tends to reduce risk, to assure payment at 
maturity, and to supply marketability. 

The use of trade acceptances offers decided advantages 
to the borrower as well as to the lender. The borrower 
' can, thru signing trade acceptances on purchases, often 
obtain needed credit in greater amount or on more favor- 
able terms or both. Ordinarily the buyer who is willing 
to sign trade acceptances thereby finds greater favor 
with suppliers. 


Abuse of the Trade Acceptance. It is in the abuse, not 
in the proper use, of the trade acceptance that it has 
become unpopular with many business men. The trade 
acceptance is not to be considered a cure-all for financial 
ills. It should be employed primarily to facilitate the 
financing of credit transactions normally made on open 
account. 

The trade acceptance should never be employed to 
discourage the taking of cash discounts or to 
lengthen credit terms unduly. 

If it is so used, it will tend to defeat its major purpose, 
which is to strengthen the general credit position of com- 
mercial enterprises in their interrelations by making 
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credit more liquid and by facilitating the turnover of 
working capital. 

Trade acceptances are not properly used in transac- 
tions made with consumers, nor in transactions that are 
ordinarily settled in cash. The trade acceptance is not 
intended as a means of extending credit where cash 
should be paid. But the trade acceptance presupposes 
the re-use or re-selling of the goods for whose purchase 
it 1s given. 


The Usefulness of the Trade Acceptance Varies. The 
trade acceptance is very useful in some lines of business 
and not so useful in others. Its usefulness depends 
mainly upon the regular trade practice as to the exten- 
sion of credit. In a business that sells for cash or on 
terms of 30 days or less, where collections are made 
promptly, trade acceptances are likely to hinder, rather 
than aid, the turnover of working capital. But— 

Where competitive conditions are such that exten- 
sions of credit are regularly made over periods 
longer than a month, acceptances may aid materially 
in increasing the liquidity of working capital. 

A great impetus to widening the use of trade accept- 
ances was given by the Federal Reserve Act, which made 
these instruments, under certain restrictions, subject to 
rediscount by the Federal Reserve Banks. Thus banks 
that are members of the Federal Reserve System can 
increase their current lending facilities by discounting 
trade acceptances for their customers instead of tying 
up so much of their funds in out-and-out loans, and by 
securing additional funds as needed from the Reserve 
Banks thru exercising their rediscounting privilege. The 
local bank discounts (buys at a discount) the trade 
acceptances of its customer (say a local wholesale house 
that receives the acceptances from its retail customers) 
and then, if the local bank needs cash, it may sell the 
trade acceptance to the Federal Reserve Bank at a dis- 
count, called “rediscounting.” Rediscounted acceptances 
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are three-name paper; they bear the names of the buyer, 
the seller, and the bank. Each name, in turn, may be 
held responsible for payment of the acceptance on the 
due date. 


The Banker’s Acceptance. The trade acceptance should 
not be confused with another commonly used bill of ex- 
change—the banker’s acceptance. Instead of securing a 
loan to meet payment on a bill of goods purchased, the 
purchaser may arrange with his bank for a line of credit 
up to a certain amount, against which he draws a bill of 
exchange, maturing at a certain date. He has the bank 
“accept” this bill and he then forwards it to his supplier 
in payment for the goods. 

The supplier may hold the banker’s acceptance until 
maturity or he may sell it at a discount to his bank or to 
some broker. The purchaser’s bank pays the acceptance 
at maturity and in turn collects from the purchaser. 

Bankers’ acceptances facilitate the turnover of 
working capital in much the same way as do trade 
acceptances, by supplying the seller of goods on 
credit with negotiable bills of exchange which he 
can readily convert into liquid funds. 

- Bankers’ acceptances usually have a wider market than 
trade acceptances, because banks are better known and 
have higher credit standings than ordinary business con- 
cerns. For this reason many suppliers prefer to finance 
credit sales to customers thru the use of bank acceptances 
rather than trade acceptances. It should be remem- 
bered, however, that these two classes of acceptances 
both have as their basis a current business transaction 
in which credit is extended to give the purchaser time to 
convert what he buys into cash thru the regular opera- 
tion of his business. 

Bankers’ acceptances are quite frequently used in 
transactions where the time involved in transporting a 
shipment of goods is an important factor. Thus a frm 
in Boston, selling a large bill of goods to a customer in 
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San Francisco, to which point shipment is to be made 
by boat via the Panama Canal, may prefer not to wait 
for payment until the goods are received by the pur- 
chaser. If so, he may require the purchaser to arrange 
with his bank in San Francisco for a bank acceptance, 
which is forwarded to the Boston firm in settlement for 
the purchase. The bank in San Francisco may extend 
credit to the purchaser unsecured, or may require secur- 
ity—usually in the form of shipping documents and in- 
surance papers. The use of bank acceptances in such 
transactions will be more fully described and explained 
in Executive Manual 47. 


The Main Advantages of Trade Acceptances. When an 
acceptance is signed, there is definite agreement between 
the buyer and the seller as to the amount due and the 
time of settlement. This tends to check reckless buying 
and to cause better records of outstanding obligations to 
be kept on the part of the buyer. 


The seller, in securing the buyer’s signature on an 
acceptance, thereby secures the latter’s written recogni- 
tion of the liability. In this respect, the acceptance, in 
common with the promissory note, has a decided advan- 
tage over an ordinary open account receivable. Failure 
to meet an acceptance at maturity is much more damag- 
ing to a merchant’s credit standing than is the belated 
payment of an open account. 


Trade acceptances thus tend to stimulate prompt pay- 
ment, and they are a good wedge to use in securing 
prompt payments from customers. Moreover, they put 
the acceptor (the buyer to whom the credit is extended) 
in a favorable light from the viewpoint of the seller, who 
may look upon all those customers who sign acceptances 
as preferred buyers, so long as they do not default on a 
payment when due. 


Because the acceptance represents a definite busi- 
ness transaction—a current sale of goods and not 
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Example of a bank acceptance. 


Figure 3. 
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an overdue account or a loan of money—it is usually 
a more liquid asset than a note. 


Moreover, the trade acceptance is “two-name paper” 
and, as such, is favorably regarded by bankers—it carries 
the names of both the buyer and os seller when it is dis- 
counted at the bank. 


Unsound Practices to Be Avoided. While the trade 
acceptance is thus seen to have its proper use, under 
favorable conditions, as a means of facilitating business 
transactions on ‘credit, its abuse should be equally well 
understood. 

A trade acceptance has a specific function to perform; 
it should be used for one purpose only—as a negotiable 
acknowledgment of an actual sale of goods by a seller to 
a buyer, constituting a promise to pay at the time speci- 
fied in the terms of the contract of sale. As previously 
stated, it should never be taken for an overdue account; 
and it should never be renewed, because a renewed trade 
acceptance would not represent a strictly current busi- 
ness transaction. 

Trade acceptances should not be used to grant unrea- 
sonable extensions of credit. Trade acceptances, in fact, 
are designed to extend credit only for the period required 
by the buyer to dispose of the goods covered in the trade 
acceptance. That is a distinctive feature of the trade 
acceptance. If the trade acceptance is dated to run an 
unreasonable length of time, it defeats its primary pur- 
pose—the release of tied-up capital. 

Banks that are members of the Federal Reserve Sys- 
tem are not permitted to discount commercial trade 
acceptances that have more than 180 days to run, and 
the Federal Reserve Banks may not accept for rediscount 
commercial trade acceptances that have more than 90 
days to run. 

Goods shipped on consignment should never be the 
basis for a trade acceptance, because goods so shipped 
are not actually sold. 
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Deciding on the Use of Trade Acceptances. In reaching 
a decision as to the use of trade acceptances, the safe 
plan is to analyze carefully the requirements of the busi- 
ness and compare them with the purpose and functions 
of this credit instrument. 

Some of the main points to consider are: 
Is the business on a cash basis? 
What is the average ratio of sales to accounts receivable? 


What percentage of the customers regularly take cash dis- 
counts? 


What percentage take 30 days and longer to pay their 
accounts? 


What is the average amount of each credit sale? 
Is the banker in harmony with the plan? 


Are competitive conditions favorable to the use of trade 
acceptances? 


Can the business increase net profits thru the use of trade 
acceptances? ' 
These considerations have been covered in preceding 
pages. The following check-up and Executive Problem 
45 will give you a review of the subject of everyday 
financing procedure. Then, in the following executive 
manual, we shall gain a more complete understanding of 
budgets, economies, and turnover, as they affect the 
problem of financing a business. 


CHECK-UP ON PRINCIPLES 


Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help yeu to handle the problem 
which follows. This check-up is entirely for your own personal 
use, so you need not send it in to the University. 
eae ee ee 

1. In the retail millinery trade there were formerly _Cheelk 
two main selling seasons—spring and fall. Of recent | Yes| No 
years, however, retail dealers have been encouraging 
their customers to make purchases regardless of season. 

Is such a change in public buying habits likely to make 
retailers’ current financing easier? 


2. The production facilities of a prominent office- 
appliance manufacturing company were taxed to their 
limits during the years 1919 and 1920. Orders had to 
be booked from two to three months ahead. There was 
pressure from the sales organization for the acquisition 
of additional facilities, since it was well known that a site 
adjoining the factory was for sale, and that the company 
was able to finance the erection of a new factory unit. 
Are these conditions as stated such as to secure your 
approval for the addition to operating space and equip- 
ment? 


3. Is the taking of cash discounts more important 
for Henry Lewis, the grocer, than for Max Rosen, the 
jeweler, a few doors down the street? 


‘4. The Adams Company, Inc., manufacturers of gar- 
den tools (described in Executive Problem 33), has for 
a number of years maintained a fairly uniform dividend 
policy. Is it desirable to set the dividend-paying dates 
with a regard for the seasonal nature of the business? 


5. The R. K. Norton Company, manufacturing oil- 
burning furnaces for residences, needs considerable oper- 
ating capital to tide it over those months when expendi- 
tures exceed income by a large margin. The present 
policy of the management is to build up finances to the 
point where very little borrowing will be required to 
meet normal seasonal fluctuations. Will the owners of 
the business benefit more if the company uses part of 
its funds in other ways and utilizes a reasonable line of 
bank credit? 
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6. Would the Norton Company be justified in offer- 
ing its equipment at lower prices in the spring than in 
the fall? 


7. The Stokes-Lambert Publishing Company sells 


the Story-Teller’s Book Shelf—a set of books by well- 
known fiction writers. It markets these direct to indi- 
vidual purchasers on the installment plan, allowing fif- 
teen monthly payments. It grants a liberal discount for 
full settlement before maturity. Aside from forestalling 
the risk of loss on an account, is there another good rea- 
son why the company finds it profitable to grant this 
large discount for immediate payment? 


8. Dry goods is regularly sold to retail stores on 


terms of 2 per cent 10 days, net 60 (2 per cent discount 
allowed for payment within 10 days; net bill due in 60 
days). The Belknap-Sykes Co., a growing wholesale dry 
goods firm, finds itself hard pressed for working capital. 
It is making use of its full bank credit. One of the as- 
sistant buyers suggests that credit terms be shortened. 
Would you approve? 


9. The Rushton Wholesale Grocery Co. sells on terms 


of 1 per cent 10 days, net 30 days. Would you recom- 
mend to it the use of trade acceptances? 


10. A certain hardware jobber is requested by one 


of his customers to extend a maturing account another 
60 days. The jobber grants the request on the condi- 
tion that the customer give him a promissory note for 
the amount due. Should the jobber have taken a trade 
acceptance instead? 


Check 
Yes} No 





Executive Problem 45 
IMPROVING THE FINANCIAL CONDITION 


By Applying Sound Operating and 
Financial Principles 
Unver Tue LaSatis Proptem MeEtHop 


HE office boy who uses a 6-cent stamp 

when a 4-cent stamp will do is impairing 
the finances of the business. So is the sales- 
man who stays at a too expensive hotel, the 
shipping clerk who carelessly routes: goods via 
a More expensive route, the purchasing agent 
who holds up an invoice until the cash discount 
is lost. 
In general, the operating practices and policies 
over which the financial manager has no direct 
control have the greatest influence on the com- 
pany’s finances. Every department of a busi- 
ness must “play the game” if its finances are to 
continue healthy. 





Prepared by the Research and Consultation 
Staff of LaSalle Extension University from an 
interesting problem which it has carefully in- 
vestigated and analyzed, 
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Executive Problem 45 
IMPROVING THE FINANCIAL CONDITION 


The condition of the Moseley Furniture Company 
which we studied in Executive Problem 44 is again the 
subject for our study—but with a difference. Our pre- 
vious study was an analysis of the business to determine 
what was wrong with it; now we shall seek ways to 
improve its condition. Then we diagnosed the ills of the 
business; now we must prescribe a treatment which will 
cure these ills. 

In the letter which brought this problem to the LaSalle 
Research and Consultation Staff, we were asked to sug- 
gest means for raising additional working capital so that 
the company might once more discount its bills. 

We shall study this problem to determine how much 
added working capital should be sought, and how it may 
be obtained. Our study may suggest that it be obtained 
from outsiders; or it may prove best to depend on the 
resources of the business itself; or some combination of 
these plans may be preferred. 

We shall find that the principles on which everyday 
financing depends for success are essential in solying 
business situations such as these. 

In the inclosed working paper you will find some of 
the important financial data also contained in the work- 
ing paper for Problem 44—so that you will have the 
necessary working materials at hand to reach a practical 
solution. 
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BUDGETS, ECONOMIES, AND TURNOVER 
Part I 


HEupPs To SuccEssFUL FINANCING 
EN with little or no capital sometimes think that 
MI the only requirement for having a successful 
business is money. “If I only had the money, 
Id have a fine business of my own,” they say. 

Successful financing, however, requires more than capi- 
tal. Having adequate equipment and working capital is 
highly desirable; but having plenty of good all-around 
business ability in the management is much more desir- 
able. The cause of the failure of a business has often 
been reported as “lack of capital” when the real cause 
was poor management. 

Good management in many successful business con- 
cerns has overcome the handicap of having ‘‘too 
small’’ an amount of working capital. 

A Michigan man with a “big idea” put every cent he 
had into a new business venture; and he worked night 
and day to make it a success. He got all the financial 
help that he could from friends and relatives. But sales 
came slow, and expenses piled up until finally his funds 

were seriously depleted. His friends and associates be- 
came discouraged; they told him it was no use to try 
any further. 


Courage and Determination Win. This man, however, 
refused to give up. He saw success Just ahead. He knew 
that he had a money-making proposition, and was con- 
fident of his ability to develop it. He was laughed at as 
a visionary dreamer and was advised to quit. But he 
hung on, prevailing upon his creditors and his associates 
to give him a little more time to work out his plans. 
The organization was held together. The pioneer sales 
work began to bear fruit. Sales began to pick up slowly. 
Thru maintaining low-cost production and thru intelli- 


i 


2 BUDGETS, ECONOMIES, AND TURNOVER 


gent planning ahead, this man’s business was gradually 
worked into a sound financial condition, with a steady 
inflow of cash sufficient to meet current expenses. Con- 
tinued good management—keeping all operating costs 
low and building up sales slowly but surely (not too 
fast)—eventually put this business in position to pay 
modest dividends to its stockholders. Its moderate suc- 
cess, however, was not allowed to “turn the head” of its 
management. ‘This business, in fact, has never relin- 
quished its intense zeal for low operating costs—and 
to-day it is one of the largest manufacturers in its line. 


That has been the experience of many other substan- 
tial business concerns—wherein good management, un- 
daunted in the early days of the business by criticism, 
has triumphed over the handicap of having “too little” 
working capital. 

Faith, courage, and determination, coupled with gen- 
uine business ability—ability to produce a good prod- 
uct or service at low cost and to sell the best volume 
of that product or service at low cost—that is the 
combination which makes a little capital go a long 
way in successfully building a business. 

Are determination and courage a phase of financing? 
At first thought, perhaps not. Yet courage and the tena- 
cious refusal to accept defeat are often the deciding fac- 
tors; in many cases they have served to overcome the 
handicap of “insufficient” capital. 

Men’s thinking habits, as experience plainly shows, 
have much to do with successful financing. Courage and 
determination are extremely important personal factors 
in successfully financing a business; in importance, they 
rank up with the other personal qualities previously dis- 
cussed—integrity, fair dealing, and habits of prompt 
payment. All such personal characteristics are, in fact, 
an integral part of business ability. 


Personal Factors in Financing. Having touched on the 
personal side of financing in the case cited above, let us 
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give further consideration to this very important phase 
of business management. 


It is often surprising how strong an influence the habits 
of a man sometimes have on his financial status. Many 
successful men insist that it was their thrift habit far 
more than their money which put them ahead. Many 
a man has been able to establish a line of credit at a bank 
because he had conducted himself in a careful and con- 
servative manner as an employe. The banker had ob- 
served his habits; and when the time came to borrow 
for a new business, he readily obtained the loan he 
wanted. 


Some banks keep certain personal records of their 
prospective customers as well as of their present custom- 
- ers; for, in the eyes of a banker, it is not enough that a 
line of credit be backed up by financial strength. Every 
borrower must be personally acceptable as well. Special 
cards tell important personal facts about each customer 
—facts gathered in many ingenious ways. If a depositor 
is known to drive his automobile recklessly, for example, 
his business is less attractive to the bank, for he is assum- 
ing unnecessary risk. Furthermore, reckless driving of 
an automobile naturally goes along with reckless han- 
dling of business affairs; that, at least, is the way a 
banker is inclined to view the matter. 


If a bank’s customer is constantly getting into busi- 
ness disputes and troublesome litigation, he is looked 
upon by the bank as an “uncertain quantity,” financially. 
His credit usually is watched more closely. It is well 
also to remember that bankers are inclined to deal very 
cautiously with the man who speculates, whether he 
speculates in the stock market or relies too much on gain- 
ing a speculative profit in operating his business, as in 
buying very large quantities of raw materials or supplies 
or merchandise in anticipation of rising prices. A known 
speculator finds that banks limit closely his loans on open 
credit. 
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The practical point here is that— 
The personal habits of executives, particularly the 
heads of a business, have a direct influence on financ- 
ing the business. The man of conservative and care- 
ful habits, who is also a business builder, has the 
readiest access to financing helps. 


Personal qualifications of courage, tenacity of purpose, 
and good habits, however, must be supplemented by 
managerial ability before a man can command the full- 
est possible financial co-operation from others. 


Managerial Ability as It Affects Financing. The familiar 
three “C’s” of credit—Character, Capital, and Capacity 
—are a good analysis of the requirements for credit 
worthiness. 

Capacity means ability; it implies something more 
than knowledge of technical and routine matters required 
in the everyday course of business; it also implies the 
training necessary for constructive thinking, planning, 
and doing, and the resourcefulness necessary in success- 
fully handling new and difficult situations as they arise 
in business practice. 

Many bankers gladly make loans to the man with 
limited capital—if he has good character and real abil- 
ity. But if he is deficient in character or in ability, they 
are always extremely cautious, even tho his net worth 
(that is, the excess of the value of all his assets over all 
his liabilities) is very high. 

Real capacity or ability is developed thru training 
that takes advantage of both one’s own experience 
and the experience of others. 

It has been the experience of every successful business 
man that when he has accurate information concerning 
costs—so analyzed as to show him where his costs are 
comparatively high—then he can establish effective con- 
trol of operations. If he does not know his true costs in 
detail, unprofitable activities and plans are likely to be 
continued a long time before they are eliminated or 
changed. 
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Current financing cannot be handled efficiently 
unless the management knows accurately its actual 
costs of doing business. 

Capital requirements must be accurately estimated on 
the basis of known costs. The amount of working capi- 
tal needed must be anticipated and provided in advance 
of operations. If income from collections is likely to be 
less than outgo during any period, this must be antici- 
pated in order to avoid the serious matter of being caught 
short of working capital during that period, as explained 
in a preceding executive manual. 


How Control of Sales Helps Financing. Keeping a close 
watch on sales is very important in its effect on financing 
a business. Knowledge of probable sales volume aids 
management in planning purchases and production so 
that full advantage may be taken of available capital. 
This is true in all lines of business. 

One merchant uses a blackboard record of sales to 
good advantage. Columns are provided to show by de- 
partments the current week’s sales total, the total for 
the corresponding week of the previous year, and the esti- 
mated sales for the current week. Actual sales are com- 
pared with the estimated sales, and any, decrease is noted 
in red. 

This blackboard hangs over the merchant’s desk, before 
him all the time. He keeps in constant touch with the 
trend of sales and is constantly working on the general 
problem of keeping his stock well balanced in relation to 
sales—while keeping his sales up to expectations as indi- 
cated by his estimates of what sales ought to be from 
week to week. His aim, of course, is to make steady 
improvement in sales and stock turnover—doing a larger 
volume of business year after year with a relatively 
smaller investment in stock. 

Especially interesting as a financial factor is the ar- 
rangement of stock in a retail store. Men who have 
studied this matter carefully find that certain arrange- 
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ments of goods attract more customers than do others. A 
furniture dealer increases his business when he arranges 
stock in an attractive homelike manner, thus applying 
the law of suggestion, as explained in Executive Manual 
12. Prospective buyers see his furniture more as it will 
appear in the home and not arranged in conventional 
rows. Thus faster sales are promoted—and faster turn- 
over of capital invested in stock. 


Another sales factor in financing is that of adhering 
to the sale of familiar lines and not trying too many 
experiments. It is always well to be looking for some- 
thing new to sell, but it is important to keep the proper 
balance of stock as between goods of known value and 
new goods of unknown sales value. The first call on 
capital is for purchasing or producing goods that sell 
best. The matter of keeping the stock moving as an aid 
to financing will be covered in Part II of this executive 
manual. 

The point to be remembered here is that— 

Greater efficiency all along the line of purchasing, 
producing, selling, and collecting, helps to make 
financing easier. 

There are many things that can be made to serve as 
practical helps to financing. Everything done in a busi- 
ness, in fact, has its effect on the problem of financing 
the business—either favorable or unfavorable; and, as a 
rule, those activities which make financing more difficult 
are activities which should be modified or eliminated. 

In Part II of this executive manual let us proceed with 
a consideration of practical economies and of turnover 
as factors in financing a.business most efficiently. 


BUDGETS, ECONOMIES, AND TURNOVER 
Part II 


EcoNoMiIgs AND TURNOVER 
E HAVE seen that operating economies in every 
department of a business and good financing » 
always go hand in hand. Let us consider more 
specifically some of the important economies that are 
applied in purchasing, production, and distribution. 

Other sections of this training service, of course, point 
out operating economies in every department of busi- 
ness; for low operating cost is a prime objective in every 
well-managed business. But the principles brought out 
here and the illustrations presented will serve to show 
plainly the vital need of true, constructive economy as a 
factor in promoting the financial health of a business. 
We cannot remember too well the fact that— 

Economy in the conduct of every department of 
every business is essential if financing is to be effect- 
ively managed and its real objective attained. 

And we should always distinguish true from false 
economy, conserving our resources and avoiding unnec- 
essary or wasteful expenditure—and spending money 
where advantages will be gained in added net profits. 


Economies in Purchasing. First, consider economies in 
purchasing raw materials. Always to have on hand an 
adequate supply of raw materials in a manufacturing 
business, at low cost, calls for financial skill—particularly 
in the case of a new concern with limited working capital. 

It is necessary to know raw-material needs for some 
time ahead; as long ahead as six or twelve months in 
some cases. A close study of the trend of market prices 
is necessary in making purchase contracts. Some manu- 
facturers owe much of their success to the skill with 
which they make long-term contracts for the purchase 
of their raw materials. At other times and under differ- 
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ent conditions, the best interests of the business may 
be furthered by purchasing: closely to meet only current 
needs, as where funds are limited or where they are to 
be conserved in the face of declining markets. 

Then, too, economy in handling and storing materials 
is important, tho often given too little attention. Care- 
lessness in the handling of materials may lead to severe 
losses in the aggregate. Employes may not look upon 
materials in stock as they look upon cash. But mate- 
rials in stock are “cash” from the viewpoint of financial 
control. 

The space occupied by stores of materials is an impor- 
tant consideration, especially so if the materials require 
careful protection. The purchasing agent who under- 
stands the relation of the use of space to financing will 
make sure that the space occupied is used most profit- 
ably. Perhaps the space could be better used for other 
purposes, and it is therefore desirable to place a smaller 
order than originally intended; or if scarcity of supply 
is anticipated, it may be advisable to make more room 
for storing more materials. 


The purchasing agent who understands the financing 
problem of his business will consider the use of space 
as it affects net profits. 


Shall Purchases Be in Large or Small Quantities? Whether 
to purchase in small or large quantities?—the correct 
answer to that question depends upon general and spe- 
cific business conditions, financial strength, production 
and sales policies, the kind of business, the source of 
supply, and so on. 

Most chain-store systems buy mainly to meet require- 
ments for a short time in advance. Altho they buy in 
relatively large quantities, they desire, above all, a rapid 
turnover of stock. They anticipate their needs closely 
and still take advantage of quantity discounts. Rubber 
manufacturers face different conditions. They have a 
slower rate of turnover because of seasonal fluctuations. 
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They necessarily purchase supplies in large quantities 
and for a longer time in advance. Canning companies 
do not have to tie up large funds in purchases. Their 
plants are usually located near the source of supply, and 
they can, if they want to, sell their output in advance 
of production. 


Thus business concerns differ with respect to the desir- 
ability of large or small purchases of materials. If there 
is an available substitute for a raw material, it may be 
better to purchase that raw material in relatively small 
quantities unless the price trend is undoubtedly upward. 
Also in case suppliers are numerous, it may be better 
policy to purchase frequently in small lots than to 
attempt to secure speculative economies thru purchasing 
large quantities. Where a whole season’s supply of a 
raw material must be purchased at one time and the 
prices of that material fluctuate, it is often advisable to 
eliminate speculation by the “hedging” process, if market 
facilities afford the opportunity. 


Protection Offered by Hedging. The practice of hedging 
is common in the grain business, particularly in the 
manufacture of flour. 


A flour manufacturer may buy a large quantity of 
wheat, and several months later manufacture it into 
flour. Since the current prices of flour tend to fluctuate 
with changes in the current prices of wheat, and since 
the prices of wheat may fall by the time the manu- 
facturer places his flour (made from the higher-priced 
wheat) on the market, he stands to lose in that event. 
To eliminate this risk, the miller may resort to hedging. 
That is to say, he may “sell short” for future delivery 
the same amount of wheat he buys for current delivery. 


(Selling “short” merely means that the seller contracts 
to deliver during a certain future month, at a predeter- 
mined price, a specified quantity of a particular product 
which he does not at present own. In other words, he 
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must enter the market at a future date and offset his 
“short sale” by the purchase of a like quantity.) 

If the prices of wheat and flour are lower when the 
time comes for delivering the wheat he sold short, the 
miller buys the wheat then at a lower price than he sold 
it for. The profit on his short sale of wheat balances 
the loss sustained in having to sell his flour for less than 
the price of flour at the time he bought the wheat used 
in making the flour. If the price of wheat and flour 
rises, his loss on his short sale should be largely offset by 
- the higher price he can get for his flour. 

Thus hedging lessens the speculative element in manu- 
facturing flour. 

Many millers, however, and many manufacturers in 
other lines where price fluctuations have similar influ- 
ences, do not make use of a hedging opportunity; they 
figure that speculative losses are offset by speculative 
profits in the long run. But— 

Where working-capital facilities are not strong 
enough to withstand speculative losses, ‘‘hedging’’ 
affords a safe shelter against dangerous losses occa- 
sioned by price changes. 

Economies in Production. When an outlay is incurred 
for plant extension or the purchase of additional equip- 
ment, it is well to make sure that the result will contrib- 
ute to increased profits. In deciding on such a purchase, 
management should weigh carefully the trade outlook. 
To purchase a new plant or equipment at a time when 
prices are at their peak may invite financial stringency 
when prices decline. Not only may it then be difficult to 
keep the new plant or equipment profitably employed, 
but it may be impossible, even in normal times, to make 
the high-cost plant or equipment return a satisfactory 
profit on the investment. 

Where sufficient finances are available, improve- 
ments or extensions can usually be made most eco- 


nomically during a time of depression, when prices 
are low. 
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Also, if operational reorganization is contemplated, it 
can usually be carried out with a minimum disturbance 
and cost when production is at low ebb. 


A financial manager must be farsighted. Early in its 
history, one large soap-manufacturing company doing a 
large export business had a good opportunity to buy a | 
dock. But the financial manager persuaded his associates 
not to make the purchase “because the money was needed 
for too many other things.” Later, when this company 
had aecumulated a large surplus of funds, it leased the 
same dock site, but at a valuation of five times the pur- 
chase price asked several years before. Yet it was then 
much better able to pay the high rental than to have 
bought the dock at the lower price five years before. 

True economy sometimes requires strong measures 
to be taken in the light of probable future develop- 
ment due to normal business growth. 

Such are the larger scale economies of production. In 
our study of the executive manuals on production, we 
saw how the elimination of waste, the more effective use 
of space, the curtailing of the number of items and styles, 
the improving of standardization, the utilization of by- 
products, and so on, all result in lower costs—and true 
economies of every kind go hand in hand with efficient 
financing. 


Economies in Distribution. In the field of distribution, 
there are innumerable opportunities for wise economies 
which promote the financial health and stamina of a 
business. How to attain low selling and marketing costs 
was covered in previous executive manuals; and there 
are innumerable ways in which economies can be intro- 
duced in this side of business management. 

One company solved its problem of breakage in transit 
by binding with wire the ends of all packages shipped. 
Another halted its mounting selling costs by reducing 
the number of distributing dealers from some 10,000 to 
about 1,000. It was found that a greater volume of sales 


12 BUDGETS, ECONOMIES, AND TURNOVER 


could be maintained at less expense by more intensive 
selling methods, concentrated in towns of a certain size 
and character. 


Certain it is that failure to take advantage of all 
opportunities to lower distributing costs adds to the diffi- 
culties of successfully handling the finances of a busi- 
ness. The opportunity for economies in this division of 
activities is wide open in many lines of business. As 
explained in the last part of Executive Manual 24, there 
is an opportunity in every business for scientific selling 
methods. Close supervision of all selling efforts is neces- 
sary to-day as never before, because of keen competition. 

The problem of financing a business is simplified to 
a great extent when management is able to effect 
normal growth in sales volume at a low cost of 
selling. 

An important phase of the general problem of attain- 
ing low costs of production and distribution is wrapped 
up in the word “turnover.” Let us therefore give special 
attention to this matter of turnover as a factor in effi- 
cient financing. 


THE TURNOVER PROBLEM 
The term “turnover” has several applications in busi- 
ness, such as working-capital turnover, labor turnover, 
and merchandise or stock turnover. 


We have at several points covered working-capital 
turnover, and we shall consider labor turnover in a. later 
section on managing men. We are also familiar with 
merchandise or stock turnover; but we want to be sure 
to see the important ways in which merchandise turn- 
over affects the financial needs of a business and influ- 
ences the major financial objective: net profits. 


What Is Merchandise Turnover? If a music store in- 
vested $2,500 in the purchase of five pianos and sold 
them for $3,750, it would, of course, be incorrect to say 
that the store had turned its stock one and one-half 
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times, simply because sales were 150 per cent of inven- 
tory. Merchandise turnover is based on the number of 
units (pianos in this case) sold; and the value of the 
units is only a convenient method of determining the 
number of units “turned,” or sold. 


Suppose the store just mentioned had sold the five 
pianos for $5,000. It, of course, would not then have 
turned its stock of pianos twice, but only once, even tho 
it would have made a gross profit of $500 on each 
instrument. 

Again, if it had sold the five pianos for $2,000, the 
stock turnover (a term synonymous with merchandise 
turnover) would still have been one, regardless of the 
fact that the business had suffered a loss. Thus— 

The rate of stock turnover may or may not be an 
indication of the amount of profit earned by a busi- 
ness. 

The rate of stock turnover is determined by finding 
the average stock inventory on hand during a given 
period (figured at cost prices) and dividing this amount 
into the cost of the goods that were sold during that 
period. Many department stores now figure stock turn- 
over on the basis of selling prices, dividing total annual 
sales, at the selling price, by average stock inventory, 
at the selling price. It makes no difference in the result 
obtained whether cost or selling prices are used in figur- 
ing stock turnover, so long as the same one is used for 
both sales and inventories, as explained in a previous 
manual. 

The accuracy of the rate of turnover as figured is 
largely dependent upon the method of determining the 
average stock inventory. Where a business has records 
that show the inventory on hand each month, it can 
arrive at a close approximation of the actual turnover in 
terms of merchandise units by dividing the average for 
the twelve months into the sales, with both sales and 
inventory figured at cost prices. 
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When a merchant, for example, says that he turns his 
stock over four times a year, this should mean that the 
cost value of his average inventory carried during the 
year, divided into the cost of sales for the year (cost of 
sales meaning the cost value of the goods sold) equals 
four. But, of course, the rate of turnover is not the 
same in different lines of merchandise or with different 
articles in the same line. Altho the rate of turnover for 
the business as a whole is four, the stock in one line may 
have been turned six times during the year; in another, 
twice, or perhaps only once. 


The variations in the rate of turnover of different lines 
and items are an important consideration. Management 
wants to know which lines are being turned fastest, which 
are moving slowest, and what are the profits made on 
each. The average turnover for all goods in stock may 
be at the rate of six times a year—once every two months 
—hbut if the bulk of the stock turned consists of goods 
on which little or no net profit is made, then this turn- 
over, even tho relatively rapid, does little or no good so 
far as profit yield is concerned. 

In gaining a rapid rate of turnover, management 
must be careful not to lose sight of profits; increased 
turnover alone does not mean increased profit. 

If the selling price is reduced in order to speed up sales 
and turnover, the increase in sales must be sufficient to 
yield a larger net profit. That—increased net profit—is 
the one result that justifies the speeding up of turnover. 


How the Nature of the Business Affects Turnover. A 
high rate of stock turnover is more important in some 
lines of business than in others. Businesses that deal in 
highly perishable goods or in products with a demand 
that is sensitive to fashion changes, or businesses that 
handle staple commodities on narrow margins of profit 
necessarily have relatively high rates of stock turnover, 
in order to avoid losses from depreciation or excessive 
overhead costs per unit of product sold. Some businesses 
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are effectively prevented from attaining a high rate of 
turnover by necessarily long processes of manufacture 
or by the seasonal character of their products. 


Stoek Turnover and Profitable Merchandising. What 
every wide-awake merchant desires is to increase the 
rate of stock turnover for each line of goods sold, with 
as large a profit as possible on each turn. 

Stock turnover is a vital consideration with every mer- 
chant, because profits come directly from the sale of 
goods that were originally purchased as finished products. 


It costs money to do business. It costs money even to 
try to do business. Suitable quarters must be acquired— 
either by purchase or lease—and there are such current 
expenses as insurance, taxes, rent, repairs, light, heat, 
and power. Goods must be purchased, and salaries and 
wages must be paid. Interest must be paid on money 
borrowed. Some, or all of these expenses, may vary to 
some extent with the volume of business done, but the 
fact remains that there is a minimum of overhead and 
selling expenses to be met as long as the business is a 
going concern. In all cases it is true that— 

The longer a unit of goods remains in stock, the 
greater is its share of overhead expenses, and the 
higher is its real cost. 

The foregoing fact is clearer when we think of mer- 
chandise as being hired for the purpose of performing 
the job of earning a profit. If a plumber is hired on 
an hourly rate basis, the longer he takes to complete a 
job, the more he will be paid. It is about the same with 
goods purchased. The longer their sale is deferred, the 
more they will eat into profits by absorbing the overhead 
that is constantly going on. 

Management can increase the rate of turnover of 
lines and items by substituting lines and items that 
are more salable, by buying them in smaller quan- 
tities, and by more effectively pushing their sale. 


Overstocking of merchandise is usually more likely to 
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occur, even in the case of progressive merchants, than 
underbuying, because it is quite easy to be overenthu- 
siastic about future sales. If not very careful, a mer- 
chant is likely to take a fancy to something new in 
merchandise and overestimate its appeal to the public. 
He overbuys, and more capital is tied up in merchandise 
that is costing him more every day it remains on his 
shelves. ; 


Many articles have a short-lived salability. They can 
be sold to-day, but they cannot be as readily sold to-mor- 
row—like the daily newspaper. Consider the sale of 
bread by grocers. The profit is relatively small, consid- 
ered as a percentage of the selling price; but the annual 
profit on the sale of bread is relatively large, because the 
turnover is close to 300 times a year. Very little over- 
head need be absorbed by a grocer’s bread supply for 
one day. — 


The Manufacturer’s Turnover. Nearly all manufactur- 
ing processes entail some waste either of raw material 
or of “overruns” in producing certain parts that enter 
into the finished product. All material, whether in its raw 
state or partly worked up, that fails to enter promptly 
into the finished article, represents financial loss to. the 
producer. It is “dead stock,” just the same as unsalable 
goods on a merchant’s shelves. Furthermore— 

Manufacturing waste of material of every kind cuts 


down stock turnover by running up the amount of 
- inventories to be carried in relation to sales volume. 


Speeding up the turnover of stock in a manufacturing 
plant conserves working capital as truly as in a mer- 
chandising business. The manufacturer’s stock is com- 
posed of raw materials and parts, finished and partly 
finished. The average value of this stock as carried thru 
the year, figured on the cost basis, divided into the value 
at cost of the total stock used during the year, gives the 
manufacturer his stock turnover. 
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Buying to Increase the Stock Turn. In a manufactur- 
ing business, the’ rate of stock turn may be speeded 
up in several ways. Less waste of stock used in the 
productive processes, more rigid economies, or a direct 
reduction of raw materials and parts carried in stock in 
relation to the output of finished products will work in. 
the direction of speeding the stock turnover. 

Let us consider briefly how the rate of stock turnover 
can be increased— 

1. From the buying end. 
2. From the selling end. 

To buy well, we must know how much to buy. Unless 
purchasing is closely controlled in the light of produc- 
tion schedules, there is the risk of having on hand too 
much or too little stock from time to time. Another 
important consideration is to guard against buying either 
too cheap or too expensive raw materials; and we should 
guard against buying goods that will be difficult to move 
—which, if not altogether unsalable, will still have to 
be cleared out at a sacrifice. 

A serious obstacle in the path of buyers is presented 
by offers of special “bargains.” An official of a large 
motor company stated that the hardest fight his firm had 
in its early history was against taking advantage of “bar- 
gains” in material. The danger lies in slowing up the 
stock turn thru overstocking. 


Quantity discounts are a temptation, but if the 
goods acquired fail to find a ready and profitable 
market, such quantity discounts are likely to lead to 
losses instead of extra profits. 


Stock Turnover and Sales. ‘ Only a few years ago rela- 
tively few business men were really familiar with the 
idea of stock turnover and its significance. Now nearly 
all executives consider it to some extent. But turnover 
must not be looked upon as a remedy for every trouble. 
We have already considered what happens when the 
rate of stock turnover is increased without proper control 
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of prices or without efficient collections. The advantages 
of a higher stock turn depend upon efficiency in other 
directions. 


A retailer might find the immediate possibility of 
increasing sales somewhat doubtful. Suppose he sought 
to increase his rate of stock turn thru purchasing in 
smaller amounts. He might seek to reduce his average 
inventory by one-fourth and thru this method increase 
his rate of stock turn by one-third—say from 3 to 4. If 
formerly his average inventory had been $5,000 and was 
now $3,750, he would have $1,250 available for other 
purposes. Suppose he used it to reduce bank indebted- 
ness. He would then make a saving in interest charges 
of some $75 or more a year. Against this, however, there 
might be certain quantity discounts he would lose. And 
perhaps certain charges, such as freight and drayage, 
might be a little higher, because the rates are pees 
higher for smaller shipments. 


Moreover, it is ordinarily easier to sell from a $5, 000 
stock than from a $3,750 stock, because of the greater 
variety offered for customers’ selection, and there is less 
likelihood of being caught “out” of an article that is 
called for. Sales, therefore, might drop if inventories 
were cut down as suggested in this case. 


While strict economy of operation is undoubtedly good 
management and tends to speed up the rate of stock 
turn, still a rapid rate of stock turn is not an end in 
itself—it is desirable only in so far as it increases net 
profits. 

An increase of sales without more than a propor- 
tionate increase in operating costs, and with profit 


margins maintained, is the sure road to an increase 
in net profits. 


THE PROBLEM OF REDUCING RISKS 


Let us now briefly consider another aspect of economy 
—that of reducing the risks of loss incident to the opera- 
tion of a business. 
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There are certain general risks which are faced by 
every business, and there are other risks that are peculiar 
to a certain kind of industry or a certain locality. In 
the manufacture of explosives, for example, there is ever 
present the possibility that a whole section of the plant 
may be blown up; while disastrous tornadoes frequently 
visit some localities. 

In the eyes of the supplier who sells on credit and in 
the eyes of the bank when making a loan, all risks are 
considered. Provisions for reducing risks of loss are 
looked upon with special favor by the creditors of a busi- 
ness. Such provision, of any sort, is a favorable sign in 
itself. These provisions may take the form of special 
funds, always easily liquidated and set aside to meet 
expected losses; or provisions against loss may be in the 
form of insurance of one kind or another. 


Special Funds for Contingencies. Among small concerns, 
especially those in which the owners are the active man- 
agers, there is a tendency to take all of the profits out 
of the business. Yet there are wonderful opportunities 
for economy in smaller businesses when particular pre- 
cautions are taken to provide against possible losses. The 
policy of building up a surplus instead of taking all the 
profits out of the business is reassuring to the creditors 
of a small business as well as of a large business. 

As soon as possible after its beginning, a concern 
should set about building up an adequate surplus. 

The answer to the question of what constitutes an 
adequate surplus varies with the state and trend of gen- 
eral business and with conditions within the particular 
line of business, and within the individual business itself 
—its size, organization, age, etc. 

Part of a surplus should be always immediately avail- 
able, so that if an urgent need for special funds arises, 
this need can be surely and economically met. Surplus 
funds accumulated for meeting emergencies should be 
zealously saved for that purpose; they should not be 
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permitted to enter into working capital employed in the 
regular conduct of the business. 


If there are definite prospective losses or unusual de- 
mands for cash, a definite portion of surplus should be 
set aside as a reserve for that particular contingency, as 
previously explained in our study of reserves in Execu- 
tive Manual 44. A business that employs men in dan- 
gerous occupations, for example, can set aside funds from 
which liabilities arising out of injuries to employes can 
be met. Again, the fire risk may be so imminent that 
the insurance rate is very high or only a small partial 
insurance coverage can be purchased; then a special fund 
may be “earmarked” to provide for fire losses which can- 
not be covered entirely by insurance. This practice of 
earmarking a part of surplus for a definite purpose is 
commonly used by large corporations to cover pending 
legal disputes. It is also used by large railroad systems 
as a form of insurance against losses resulting from the 
payment of accident claims. 

Where general insurance protection is for some 
reason unavailable or undesirable, it is usually wise 
economy to set aside special funds to meet recog- 
nized contingencies. 

Efficient management recognizes the desirability of 
foregoing for the present the distribution of a portion 
of profits among the owners of a business in order to 
provide adequate protection of the life of the business 
against definite contingencies which, if not promptly met, 
might plunge the business into bankruptcy. 


Providing Adequate Insurance Protection. Insurance of 
many kinds helps to reduce greatly the risks faced in 
operating a business; and practically all lenders of capi- 
tal or credit insist that the borrower be protected by cer- 
tain forms of insurance. 

Wholesalers and suppliers often refuse to extend credit 
unless the customer has taken out sufficient fire insur- 
ance. Practically every concern is subject to the danger 
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of fire, and the financial resources of many concerns could 
be literally wiped out by fire. 
Paying for adequate protection against loss by fire 
is an element of real economy in the management of 
finances. 


Care needs to be exercised in this connection. Some. 
executives make the mistake of paying for more insur- 
ance than they could possibly collect; others fail to carry ° 
sufficient insurance. Either extreme means the practice 
of false economy, and should be avoided. 

Some concerns take out life insurance on one or more 
of their leading executives, the loss of whom would be 
a blow against the welfare of the business from which it 
would take time and expense to recover. Such executives 
may be those who have been with the business from the 
beginning and who are thoroly capable in handling cer- 
tain important duties requiring knowledge which can 
come only from experience which is not possessed by 
other executives. Under such circumstances the death 
of such an executive would probably require change or 
realignment of executive management, during which time 
serious losses might be incurred. The insurance money 
would recompense the business for losses during this 
period of readjustment. 

There are many other kinds of insurance worthy of 
consideration. During the World War some concerns in 
this country, particularly along the Atlantic seaboard, 
took out insurance policies against riots, bombing raids, 
attacks by enemy forces, etc. Marine insurance offers 
protection against losses from the hazards of ocean traflic 
and trade. Again, a business that occupies rented quar- 
ters which it holds under a long and favorable lease may 
insure the leasehold. In case of fire, the benefits of the 
lease would at least temporarily be nullified without such 
protection. Credit insurance is a relatively new form of 
protection; it safeguards a business against unusual losses 


from bad debts. 
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The prudent financial manager takes every practical 
precaution against losses afforded by modern insur- 
ance policies. 

But, whether he shall obtain protection in any case 
thru a regular insurance company to which premiums 
are paid, or thru special provisions of his own—such as 
the setting aside of reserves from surplus—will depend 
upon which method offers satisfactory protection at the 
least cost in the long run. 


Loss from theft is an important risk in some lines of 
business; and burglar insurance is available. Elaborate 
detective systems are operated in some of the large 
department stores to prevent shoplifting. Where em- 
ployes within the business would find it comparatively 
easy to make away with large sums of money, they are 
usually placed under indemnity bonds. 


Thus protection of one kind or another against possible 
losses of many kinds is a problem of considerable impor- 
tance in business management. The prevention of pos- 
sible losses is a real economy in operating a business. 
As such, it is of vital concern to financial management, 
not only on account of the money it saves, but also on 
account of the favorable bearing it has on ability to 
borrow needed funds. 


We have now considered the effect of stock turnover 
on financial requirements and on profits; also the relation 
of economies to the proper financing of a business. We 
know that decreasing the risks of loss in operating a 
business is primarily a problem for the financial manager 
to solve, and that efficient management gives consider- 
able attention to this problem. We are now ready to 
take up another aspect of the problem of economical 
operation of a business; namely, the problem of financial 
budgets, and this is our subject in Part III. 


BUDGETS, ECONOMIES, AND TURNOVER 
Part III 


FINANCIAL BupceEts 

HE financial budget, to be considered in this exec- 
utive manual, is supplementary to the general 
budget. In a later section of this training service 
—that dealing with accounting and statistical control— 
the making of budgets and their uses will be fully cov- 
ered. But for our purposes here we need to know only 
broadly what the general budget is and does, so that we 

may better understand the financial budget. 


The General Budget. A general budget is an estimate 
of the probable activities—sales, output, costs—of a busi- 
ness and its major departments over a certain future 
period of time. 

By means of a careful survey of the market and of 
general business conditions, the sales department may 
estimate the amount of sales which it can and will secure 
in a given future period of time. This estimate may be 
classified by territories, by branches, by salesmen, by 
products, or by any other useful way. At the same time, 
an estimate is made of probable selling expenses, includ- 
ing salesmen’s salaries, and commissions, traveling ex- 
penses, delivery charges, advertising expense, etc. 

Knowing how much goods (or services) must be pro- 
vided to meet sales, the production department can esti- 
mate the amount of raw material and the expenses of 
labor and operation necessary in producing that amount 
of finished product. This department knows what kinds 
of material and what proportion of each kind enter the 
finished product, the length of time of manufacture, the 
supplies needed, the itemized expenses of operation, ete. 
It can make a close estimate of everything required for 
any particular amount of production during the period 
of time covered by its budget. 
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Other sections of the business may also prepare budgets. 
There will be the estimates covering expenses incurred 
by the general offices, such as the credit department, the 
accounting department, the shipping department, the 
treasurer’s office, the president’s office, ete. Thus in each 
department, all the costs and expenses required to reach 
a certain specified accomplishment may be carefully esti- 
mated. A general budget is made up in that way. Its 
prime aims are to assure adequate production to meet 
sales and to help keep down all costs of operation. 


Budgets Must Be Flexible. A budget must be flexible. 
_ When estimates have been received from all departments 
by a central budget committee or a budget officer, the 
estimate of any department may be readjusted. 


If, for example, the estimated volume of sales is greater 
than the producing capacity of the plant, either the plant 
capacity must be enlarged or the total sales to be made 
must be cut down. If the sales are cut down, the esti- 
mate of selling expenses must be revised downward. 


If the financial condition of the business, as shown by 
the financial statements, is not strong enough to carry 
out the program, then general revision of the budgets 
is made to bring contemplated expenditures within the 
resources of the business. 

The budget committee, or the budget officer, fits the 
different parts of the general budget together in 
order to get a complete, unified plan. 

After the budget is completed, it must still remain 
flexible, because conditions as they develop may require. 
a change of plans and require a revision of estimates. A 
new invention by a competitor may curtail the demand 
for a certain product; some unexpected trade develop- 
ments may change the general trend of business; certain 
buying habits of the people may change; or a certain 
raw material may become difficult to obtain or too expen- 
sive to use profitably; and so.on. Such developments 
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require a revision of certain estimates, to make the 
budget effective as a guide to efficiency. 


How Budgets Promote Co-operation. Serving as a gen- 
eral guide-to procedure for all departments and activities, 
the budget materially facilitates co-operation. 

The general budget brings all operations into har- 
_mony; it welds the organization into a unified busi- 
ness machine, set to accomplish a definite purpose. 

What is considered the “output” of one department is 
often the “raw material” of another department; in 
other words, the allotment of one division of the busi- 
ness comprises the accomplishment of another. The 
amount of finished product turned out, for example, rep- 
resents what the production department has accom- 
plished, and it is the allotment which the sales depart- 
ment must sell. 


The Period Covered by the General Budget. The space 
of time which a budget should cover varies in different 
lines and sizes of business; it also varies among com- 
petitors in the same line of business. It may be a few 
months, one year, or even five or more years. But— 

Regardless of the period of time a budget is to cover, 
the estimates of ‘individual items, to be most useful, 
can best be shown by months. 

This means that even tho the budget is intended to 
cover as much as five years ahead, still each month’ in 
each year will be shown individually, so that manage- 
ment can definitely see from month to month whether 
or not, and to what extent, deviations are being made 
from the budget estimates. 

The reasons for these deviations (if large enough) 
should in each case be definitely determined, because 
they may be causes which will require a radical revision 
of the budget in other directions, and even major altera- 
tions in policies. Again, the cause of deviation may point 
to inefficiency on the part of management—in which case 
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budgets prove valuable in discovering and correcting this 
inefficiency. 


Relation of the General to the Financial Budget. The 
general budget and the financial budget are interde- 
pendent and supplement each other. But the financial 
budget is not a part of the general budget. 

The general budget sets up goals to be reached, and 
is concerned with income and expenses of all kinds; 


while the financial budget is concerned with cash 
receipts and disbursements. 


Estimates in the financial budget are based on the 
amount of sales and the extent of operations pictured in 
the general budget; and the general budget is related 
to the financial budget in another way also. It must 
be drawn up to provide sufficient cash income to meet 
current maturing obligations. Furthermore, the financial 
budget, together with the financial statements, serve to 
show how much cash can be made available to meet con- 
templated expenditures. 


_ If estimated disbursements exceed estimated receipts 
over a certain period as shown in the financial budget, 
it may be necessary to alter certain items in the general 
budget unless a sufficient cash reserve has been built up - 
or unless the financial condition is strong enough to war- 
rant the necessary borrowing. 


. Thus the financial budget is an estimate of what the 
cash receipts and disbursements will be during a certain 
future period of time. Let us therefore analyze these 
two elements. 


CASH RECEIPTS 

Funds used to carry on a business concern are derived 
mainly from the proceeds of sales. Some of these pro- 
ceeds come in from cash sales, and some from collections 
on open accounts, notes, and bills of exchange. In addi- 
tion to these receipts there may be others from invest- 
ments or from the sale of fixed assets. 
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The general budget will show from month to month 
the volume of sales expected. Based upon past experi- 
ence, the percentage of these sales which from month to 
month will be cash sales can be fairly well estimated. 
This percentage may be higher during one season than 
another. Cash sales in March, for example, may regu- 
larly be 10 per cent of total sales and in August, 15 per 
cent. Such seasonal variations may be accurately deter- 
mined, and, of course, are considered in estimating cash 
sales for the period of the financial budget. 


Estimating Receipts from Credit Sales. An estimate of 
what collections on credit sales will be is more difficult 
than estimating cash sales. If all customers were prompt 
in paying up their accounts, then collections on credit 
sales would not be so difficult. But— 

There is always a tendency for receivables to be out- 
standing longer, on the average, than the terms of 
sale. 

It is the work of the collection department to combat 
this tendency—as by the use of trade acceptances, ex- 
plained in Executive Manual 45, and in many other ways 
which will be explained in the next major division of 
this training service on credits and collections. 

It is possible, of course, to determine the probable lag 
of collections behind sales by past records which show 
the average lag each month for a period of years back. 
The average number of days for which receivables are 
outstanding can be determined by the following method: 

Divide the annual credit sales by 365 to get the aver- 
age daily credit sales; then divide the average amount 
of receivables outstanding by the average daily credit 
sales. Using round figures, if annual credit sales total 
$365,000, the daily average of credit sales is $1,000; then 
if the average amount of receivables outstanding is 
$40,000, the average number of days that receivables are 
outstanding is 40. This would be a 10-day lag if the 
terms allowed were 30 days net. . 
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A table can then be compiled by months showing the 
_ lag of collections behind sales each month, and that table 
can be used as a basis for estimating future collections. 

Those two classes of income—cash sales and collec- 
tions—are the chief sources of current incoming cash 
funds in practically all business concerns. 


Other Sources of Income. In addition there are miscel- 
laneous sources of cash income. A concern may have 
investments in stock or bonds from which it receives 
interest payments. Also, many concerns, especially some 
of the railroads, receive large sums in rentals. 

Cash receipts from such sources can, of course, be accu- 
rately estimated. 

Then, too, there may be sales of certain fixed assets. 
Machinery which is no longer useful to the firm may be 
sold; or the asset sold may be some vacant property origi- 
nally purchased for a definite purpose, but no longer 


ESTIMATED CASH RECEIPTS 
by Months, for the Year 1925 


January |February| March] April 


Cash sales ........ 



















Collections on re- 
ceivables ....... 


Interest on bank 
balance ......... 


Income from invest- 
MENUS, Sy cus 6s oo 


Income from rentals 





Sales of fixed assets. 


Miscellaneous ..... 


i] 





Figure 1. A form for recording future cash receipts, used in preparing 
the financial budget. 
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needed for that purpose. There are a great variety of 
miscellaneous sources of income. 

Comparison of cash receipts with disbursements may 
reveal a weak cash position which makes it advisable to 
sell certain fixed assets in order to provide necessary cur- 
rent funds. This method of raising cash should not be 
employed, however, unless the usual sources of loans 
have been exhausted, or unless the fixed assets sold are 
no longer of as much value to the business as would be 
the cash into which they may be converted. 


CASH DISBURSEMENTS 
Cash disbursements must be estimated and compared 
month by month with the cash receipts. In general these 
disbursements can be divided into three divisions: 
1, Purchases of raw materials, parts, and supplies. 
2. Salaries, wages, and commissions. 
3. General and miscellaneous expenses. 


Estimating Purchases of Materials and Supplies. The 
production schedules, as shown in Executive Manuals 33 
and 40, are planned to produce the amount of product 
which it is estimated the sales department can profitably 
sell. With proper allowances for economy, steadiness of 
flow of material thru the plant, peak season, etc., the 
production schedules will call for enough materials, parts, 
and supplies with which to produce a definite output. 
The purchasing department should know the approxi- 
mate time and the approximate price at which these 
purchases can and should be made. 

The accuracy with which future disbursements for 
raw materials, parts, and supplies can be estimated 
depends, largely, upon the accuracy of the purchas- 
ing department’s estimate of costs. 

When the quantity of materials required is known, as 
well as the price and the time of purchase, then the 
amount of cash necessary for purchases of materials can 
be accurately estimated. The terms of payment will, of 
course, affect disbursements, just as terms of sale affect 
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collections. Ordinarily, however, if a discount for cash 
can be obtained, it should be taken, as explained in Exec- 
utive Manual 45. 

In addition to raw materials and parts, there are many 
different kinds of supplies to be purchased, such as coal, 
nails, pipe, typewriters, stationery, twine, etc. A glance 
at a representative mill-supply catalog will give a good 
idea of the great number of articles that come under the 
classification of supplies. An estimate of disbursements 
for this purpose can be made in a manner similar to that 
used for raw-material purchases. The production depart- 
ment shows in its budget what is needed and when it is 
needed; the purchasing department determines the cost 
and the best time to buy; and thus it is possible to esti- 
mate the cash outlay required. 

Other purchases relate to miscellaneous items such as 
tools and new equipment, and can be estimated from the 
respective budgets of the various departments. 


Estimating Funds to Meet the Pay Roll. A very impor- 
tant classification of cash disbursements is that of wages 
and salaries, and perhaps commissions to salesmen. These 
disbursements have the first claim upon cash resources. 


Past experience offers an excellent guide for estimating 
these disbursements. The sales department knows what 
it expects to sell, and likewise it should know what out- 
lays in the form of salaries and commissions it will take 
to reach the mark set. The production department will 
know the labor cost, both direct and indirect, of pro- 
ducing according to schedule. The estimate of executive 
salaries can be made from the executive pay roll, and 
that of office workers from the general-office pay roll. In 
general, the amount of executive salaries will fluctuate 
less with the volume of business than the other salary 
and wage payments. 


In all estimates of future expenditures, a careful 
comparison of past records with plans for future 
development is advisable. 
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ESTIMATED CASH DISBURSEMENTS 
by Months, for the Year 1925 





For: 





January|*ebruary| March} April Total 








. Purchases: 
Raw material. . 
PEELS rae oe eee 
Supplies ...... 


bo 


Personnel Hire: 
Factory work- 
AVEDA os oss 
Office forces... 
Salesmen ...... 
Executives .... 


Misc. Expenses: 
PEAR CSteers cis i< nate 
emits sereecs nen 
Insurance ..... 
Interest and dis- 

counts ....... 
Advertising ... 
Traveling ..... 
Sundry .-....- 


OO 


4. Extraordinary 

Expenditures: 
Purchasing fixed 
assets .......- 
Payments on 
long-term obli- 
gations ..<.. - 


. Short-term Loans, 
Repaid ...... 














Figure 2. A form for recording future cash disbursements, used in 
preparing a financial budget. 
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Funds for Miscellaneous Expenses. Besides the outlay 
for purchases of materials and supplies and for salaries 
and wages, there are miscellaneous expenses—some of 
them peculiar to one line of business—which must be 
carefully estimated. These can be figured in much the 
same way as the foregoing classifications. Many of them 
can be figured exactly. They include such general admin- 
istrative expenses as rent, taxes, insurance, interest on 
loans; selling expenses, such as car fare, hotel bills, and 
outlays for advertising; and certain manufacturing ex- 
penses, such as the cost of experiments, light and power 
(when obtained from an outside source), and so on. 

All miscellaneous expenses, carefully and thoroly esti- 
mated, when added to the disbursements for purchases 
of materials and supplies and to labor, give the total of 
all disbursements incurred in the ordinary course of 
business. They do not include such outlays as those for 
meeting short and long term loans which fall due, or 
those for the purchase of additional fixed assets. Extraor- 
dinary expenditures of this nature really constitute a 
fourth class of disbursements. 

When the estimates of cash receipts and cash expendi- 
tures have been completed, it is not sufficient simply to 
compare the totals. 

To insure even financial progress, the cumulative 
totals of cash receipts should exceed the cumula- 
tive totals of disbursements from month to month. 

It may be, however, that altho the total receipts for 
the year exceed the total disbursements, still at a certain 
time during the year the estimated disbursements may 
exceed the estimated receipts. For instance, during a six 
months’ period the situation may be like this: 


January February March April 


IRORCIDES accu coe e $25,000 $28,000 $30,000 $30,000 

Disbursements ....... 28,000 28,000 28,000 25,000 
May June Total 

Heceiptsn... . acum memes sere $31,000 $40,000 $184,000 


Disbursements acc. yeaa eee 20,000 20,000 149,000 
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Thru the first three months, accumulated totals of the 
estimated cash disbursements exceed cash receipts, but 
from that time on during the first half year, receipts 
exceed disbursements. 


Determination of Financial Policy. The financial budget 
is useful in precisely such a situation as the one just 
tabulated. There is shown the need for the provision of 
some surplus cash during January, February, and March, 
or for a curtailment of contemplated operations during 
these months. A decision to curtail operations would 
involve a revision of the entire general budget; a decision 
to borrow would require a careful and thoro investigation 
into the financial condition to make certain of the ability 
to borrow. 

One of the greatest values of the financial budget is 
in the opportunity it gives for anticipating tem- 
porary shortages in cash. 

On the other hand, should it be evident that cash 
receipts will regularly and preponderantly exceed dis- 
bursements, careful planning may be required to insure 
the profitable employment of excess receipts. Then the 
making of a financial budget would not be so important; 
for— 

The financial budget primarily aims to provide for 
the meeting of each and every obligation promptly 
at maturity. 

How Expansion Affects a Firm’s Financial Activities. The 
viewpoint to be taken toward economies, turnovers, and 
budgets will be influenced by the period of development 
of the business. The business may be just starting its 
development, or it may be well established. An economy 
that would be profitable at one stage of development 
might not be considered good business practice at another 
stage. In many cases, the purchase of fixed assets would 
overstrain financial resources, especially in the early 
stages of growth; while later on the purchase could be 
made easily. Many small concerns, for example, impov- 
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erish their supply of working capital by buying a build- 
ing of their own. Even tho the same building costs more 
later on, it would usually be far better to rent a building 
at the start. Moreover, a new enterprise does not have 
the past experience to guide it, and it is therefore more 
difficult to be sure that such extraordinary purchases are 
a wise move. 


The Place of the Financial Budget. Thruout this train- 
ing service the value of planning ahead has come up 
again and again. The firm which can and does efficiently 
plan ahead has a great advantage over the one which 
does not. Here it is, in planning ahead, that budgets 
are most useful; they look ahead, estimating by careful 
investigation what is possible and what is to be expected. 
The various estimates are fitted into one unified plan. If 
a quota of expected sales is set up, financial management 
must carefully determine the demands that its attain- 
ment will make on the financial resources of the business 
as a whole. 

A quota set for the sales department must be within 
the resources of the firm to finance and within the 
capacity of the plant facilities to produce. 

A production schedule is drawn up showing what is 
to be produced and when it will be ready. This schedule 
makes available for the sales department the amount of 
product which is to be sold and at the same time keeps 
expenditures within the financial resources of the firm. 

To sell up to the quota and to produce up to a schedule 
in the regular course of business, all costs and income 
must be carefully estimated for a definite period in the 
future. (How this is done will be more fully explained 
in the major division of this training service on account- 
ing and statistical control.) These estimated expenses 
serve as a guide and a standard, not to be exceeded with- 
out specific authority. But they should never be looked 
upon as inflexible; there should be opportunity for 
adjustments to conform with changing conditions. 
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The financial budget effectively supplements the gen- 
eral budget. In the long run the sales department sells 
what is produced and the production department pro- 
duces what can be sold, but both of these major activities 
of business must be so ordered as to come within the 
financial resources of the firm. It is to make sure that 
they do not overstrain the financial resources of a busi- 
ness that the financial budget is used. 


Regulating the Supply of Cash on Hand. With a finan- 
cial budget as a means of foretelling the relations of cash 
income and cash outgo, a well-managed concern can regu- 
late the size of its cash balance to meet the requirements 
of future operations. The financial budget may show 
that current disbursements will exceed cash receipts dur- 
ing the first half of the year. The executive in charge 
of finance can then provide for this by building up the 
cash balance during the latter part of the previous year 
or by arranging for loans. 


It is ordinarily good policy to build up this cash bal- 
ance from a previous excess of receipts over disburse- 
ments. When this is not possible, it is advisable to pro- 
vide a sufficient supply of cash by selling additional 
stock, by borrowing, by selling certain assets, or by cur- 
tailing operations and expenses. If a business is allowed 
to get to the point of depleted working capital where 
it cannot pay its current debts, it becomes liable to 
receivership proceedings. Looking ahead to avoid such 
a position is one of the prime functions of financial 


management. 
* * * * * 


In the next executive manual we shall take up the 
subject of financing as it applies to foreign trade. Inter- 
national trade is steadily growing. There are many 
opportunities for the executive who understands how 
foreign trade is financed that are not open to the man 
who has not studied this subject. Few really under- 
stand this phase of business management. Since methods 
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of financing foreign sales and purchases are more com- 
plicated than those of financing domestic transactions, 
many business men do not take full advantage of the 
opportunities offered by foreign markets. Executive 
Manual 47 will describe and explain, in a simple and 
direct way, the important operations involved in financ- 
ing foreign sales and purchases. But first complete your 
ability to handle the practical financing problems relat- 
ing to economies, turnovers, and budgets by handling the 
following executive check-up and Executive Problem 46. 


CHECK-UP ON PRINCIPLES 


Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the probleiu 
which follows. This check-up is entirely for your own personal 
use, so you need not send it in to the University. 


Check 

1. The owner of a grain elevator who buys, stores, Veal No. 
and rehandles grain, and sells to mills and other large eas 
buyers, makes a practice of speculating in grain futures 
on the board of trade. He has been very successful and 
has built up a prosperous business. Is his practice of 
buying and selling futures likely to restrict his line of 
bank credit? 


2. Joseph Lee has operated the only flour mill in 
Conniston for thirty years. He has made a comfort- 
able living out of the mill, and has, besides, saved con- 
siderable money, which he has invested in local residence 
and building property, and in mortgage loans. He has 
never kept detailed account of costs and expenses, hav- 
ing based his operations on his seasoned judgment. In 
a case like this, is it likely that an accurate and reliable 
cost system would increase the operating efficiency of the 
business? 





8. Would you regard as speculative the policy of a 
textile mill of purchasing cotton ahead in fairly large 
quantities—say, six months’ supply? 


a  — 


4. A small company manufacturing a recently pat- 
ented office device is confronted by the problem of en- 
larging its business to meet the rapidly growing demand 
for its product. Its capital is limited. It is at present 
occupying leased quarters, and it is possible to acquire | 
additional space in the same building. The company 
has been offered a modern factory building, large enough 
to accommodate operations at three times the present 
output, at a price about 40 per cent less than present 
replacement value. Would you advise purchase as an 
economical move? 
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5. A certain merchant turns over his stock of goods 
three times a year at an annual net profit of 15 per cent 
(5 per cent on each stock turn). If he speeds up his rate 
of turnover to five a year, on the same average amount 
of stock carried, does it follow that his annual net profit 
will be increased to 25 per cent? 


6. If you were lending money to the Lindlay Optical 
Co. (see Executive Problem 43), would you be disposed 
to lower the interest rate if the company were to take 
out a $20,000 life insurance policy on Lindlay? 


Ss 


7. Is the financial budget a part of the general 
budget? 


8. Can the proprietor of a small cigar store (selling 
cigars, cigarettes, tobacco, pipes, candy, chewing gum, 
etc.) use profitably a financial budget in which he charts 
anticipated receipts and disbursements? 


9. The new manager of the sporting-goods depart- 
ment of a large mail order house had succeeded in ef- 
fecting many operating economies since taking over his 
new duties at the first of the year. The result was that 
at the end of October the total disbursements for the 
ten months were $6,000 less than had been estimated in 
the budget, while volume of business had increased. 
“Now we won’t have to watch the corners so closely,” 
the manager’s chief assistant observed when he saw the 
figures. “We can easily keep within the annual allow- 
ance, even if we run over our appropriation for the next 
two months.” Is this sound reasoning? 








Executive Problem 46 


BUDGETING AS A BUSINESS BUILDER 


The Use of Budgets in Relation to 
Economies and Turnover 
Unver THE LaSauite Prostem MerHop 


RESIDENT COOLIDGE in his Inaugural 
address said: “I favor the policy of econ- 
omy, not because I wish to save money, but 
because I wish to save people. The men and 
women of this country who toil are the ones 
who bear the cost of the Government. Every 
dollar that we carelessly waste means that their 
life will be so much the more meager. Every 
dollar that we prudently save means that their 
life will be so much the more abundant. Econ- 
omy is idealism in its most practical form.” 
To effect these economies, the Government has 
budgeted its income and the expenditures of all 
departments. The success of budgeting in gov- 
ernmental affairs is proved by relatively lower 
taxes; in business, constructive budgeting ia 
followed by increased earnings. 





Prepared by the Research and Consultation 
Staff of LaSalle Extension University from an 
interesting problem which it has carefully in- 
vestigated and analyzed, 
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Executive Problem 46 
BUDGETING AS A BUSINESS BUILDER 


ae directors of the Standard Furnace Company of 
Fairfax are in session to decide an important finan- 
cial problem. We are to have the privilege of listening 
in on part of the proceedings. 

This company manufactures, sells, and installs fur- 
naces for heating homes. The heating plants are sold on 
liberal terms. A payment of at least $25.00 must be 
made when the work of installation is complete. A 
discount is offered if settlement in full is made at that 
time. Should the customer require it, however, install- 
ment payments are offered, extending over as long as 
fifteen months. The experience of the company is that 
the large majority of its customers ask for these install- 
ment settlements. 

The meeting we are attending is being held on the 
fourth of January. The preceding year has been very 
successful. The sales totaled a little more than $1,100,- 
000. The company started out seven years ago with 
a capital of $100,000, but repeated stock dividends, 
declared out of earnings, have raised the outstanding 
capital to $400,000. This capital is, however, insufficient 
to enable the company to carry all of its receivables, 
especially during the latter part of each year, when its 
outstanding accounts are greatest. It has been a heavy 
borrower at two local banks—so heavy a borrower in 
fact, that the directors have anticipated that the com- 
pany’s needs may this year exceed the amounts which 
the local banks can handle. 

The combined capital and surplus of these two banks 
is $3,500,000. This, of course, means that the total lines 
of credit that any one company can get is 10 per cent 
of that amount, or $350,000. | 

The president has called on certain large banks in a 
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not distant financial center, to learn under what conditions a line of 
credit can be arranged with them. The directors have met to hear 
his report and to take whatever action proves necessary. 


Mr. Dunster, president and sales manager, is speaking: “Gentle- 
men, I am glad that every member of the Board is in attendance. 
I will report at once on interviews which Mr. Amert (the treasurer) 
and I had with certain banks in Metropolis, and will then ask Mr. 
Amert to tell you the financing plan he has outlined to me. 


“We received the most favorable proposition from the Great 
National Bank, but it is by no means as favorable as I personally 
had expected. This doesn’t mean that we can’t get all the money 
we want and get it cheap, but we will have to meet certain condi- 
tions which I don’t like. 


“They are willing to give us a line of credit of $250,000 provided 
we agree to use that line of credit to the extent of at least $200,000 
each year. They want us also to keep up a deposit balance of 20 
per cent of the loans outstanding. But that’s all right. Every bank 
wants that. 


“There is another condition. They want us to make one of their 
vice presidents a director of our company. One of us fellows will 
have to get off the board or we'll have to increase its size in order 
to meet that requirement. They point out that we have the presi- 
dents of both our local banks on our board of directors and don’t 
see why we should object to the requirement they are making. They 
can’t see that it makes any difference that you, Mr. Beech, and you, 
Mr. Ultman, have both been heavy stockholders in this company 
from the beginning. 


“As the third condition, they want us to set aside on our books 
certain of our receivables, totaling 25 per cent more than our notes 
to them, and to consider these receivables as collateral to their loan. 
Then we're to take all the money that comes in on these particular 
accounts and turn it over to them to ‘pay off their notes. This 
seerns complicated to me, and Mr. Amert tells me that it will some- 
what interfere with our bookkeeping and collection procedure. 


“Our sales this year, however, will, we believe, reach about one 
and one-third millions. Last year we borrowed right up to the limit 
of our local lines of credit. With a quarter of a million more busi- 
ness probable this year, it looks as tho we'll have to accept this 
offer even tho it means that we will have to cut our borrowing 
at the local banks decidedly and will have to make these other 
changes. 

“T say that it looks that way—but Mr. Amert, our new treasurer, 
has a suggestion to make which may solve our problem. I'll ask 
him to tell his own story.” 
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Mr. Amert hands each director a sheet entitled “Budget Sheet” 
before he begins to speak. (You will find a copy of this sheet in 
your working paper and should have it before you as you read the 
remainder of this problem.) 


“TI believe we can finance this business for the coming year right 
here in Fairfax if we will budget our expenditures and our needs 
for money. In order to do this, however, we will have to change 
our manufacturing policy very slightly and will also have to make 
a slight change in our methods of compensating the officers and the 
salesmen. 


“Tf you gentlemen will refer to the sheet you hold in your hands, 
I will explain my suggestion. A study of our sales records for sev- 
eral years past shows that the sales we make each month are a cer- 
tain rather definite percentage of the total sales of the year. That 
per cent is shown in the first column on the sheet. 


“The total sales quota for the coming year is $1,333,300. In the 
second column you will see that by using these percentages, we can 
tell just about what sales we can expect to make each month of the 
year. 


“The third column starts with the total accounts receivable which 
were on our books the end of last year, and the column succeeding 
it shows just what we can expect to collect each month for the com- 
ing year, if that year follows the precedent of the past four years. 
And having the sales quota and collection quota for each month, it 
is easy to figure what the accounts receivable should be at the end 
of each month. 


“The company’s income also includes certain very minor items, 
such as the small amount of interest received on our bank deposits, 
income from sale of scrap, and the like. Practically, however, our 
company receives money and income only from the collections we 
make on our receivables. This last column we have discussed, there- 
fore, shows month by month about what we can expect to take in 
thruout the year. 

“Now look at the column headed ‘Production Cost.’ Our pro- 
duction cost last year, including everything but the item of de- 
preciation of plant and equipment, was 39 per cent of our selling 
price. This coming year, conditions promise to be practically the 
same as last year. We can fairly assume, therefore, that the cost 
of the goods we sell each month is 39 per cent of the selling price. 
Now, from a standpoint of minimum cash requirements, we should 
plan to manufacture the goods just as short a time as possible 
before they are needed. This means that we have to put our money 
into the factory to pay for material and labor and power about 
sixty days, on the average, before the goods we are manufacturing 
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are sold. If we were to consider financial requirements alone, there- 
fore, in January we would manufacture March goods at a cost of 
some $20,800. During February, we would manufacture goods for 
April sales at a cost of $41,600. And so on. 

“I might say that we now have on hand sufficient goods to take 
care of January and February sales; and at the end of the year 
we must, of course, provide stock for these two months of next year. 

“But we all know we can’t run the factory that way. Our costs 
would be more than 39 per cent of the selling price if we were to 
try that. As a matter of fact our factory isn’t big enough for any 
such plan. We have to go on a two-shift basis in several depart- 
ments whenever we push production beyond 500 furnaces per month. 
In other words, our factory is working at greatest efficiency only 
when we are turning out between $50,000 and $55,000 worth (cost 
price) of furnaces per month. I therefore suggest that we set the 
factory on a steady schedule which will begin now and run thru 
August and which will require that we pay out some $53,000 for 
material and labor each month. That will provide all the goods the 
Sales Department requires for the first ten months. During Sep- 
tember we will manufacture November’s requirements and the rest 
of the year we'll manufacture the small stock necessary for the next 
three months, shutting down completely in December so as to give 
the men a month’s lay off. (Of course we can’t shut off all expenses. 
The $7,000 item takes care of the foremen’s and the superintend- 
ent’s salaries, and the fixed charges.) 

“The next column of the sheet shows the necessary expenditures 
for sales, service, and administration. It is based on a study of 
the figures of the past year except that the payment of the $60,000 
bonuses—which have, in the past, been paid to salesmen and officers 
thruout the year—is made during December. Without it, the 
$98,000 December item would be but $38,000. 

“The next column gives an estimate of the interest that we would 
have to pay to the banks month by month. Adding this to the two 
preceding columns gives the total estimated expenditures 

“The next three columns explain themselves. You can easily see 
when our borrowing needs reach their peak; and that, if my data 
are correct, the bank loans to take care of these needs are within 
the limits which our local banks can handle. I would like your com- 
ments.” 

“What ebout omseee cata asks Mr. Ultman. “How ‘are you 
taking care of it?” * 

(This is’one of the questions which you are asked to solve.) 

Next comes Mr. Gage with the objection that he doesn’t see any 
provision for paying dividends. “We paid 15 per cent dividends last 
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year,” he says, “and it looks as tho there ought to be at least 15 per 
cent in it for the stockholders this year if these plans pan out.” 

Mr. Amert explains that the schedule sheet covers operating and 
financial necessities only. He suggests further that it has been the 
practice to pay dividends in December and that it will easily be 
possible to increase the borrowing sufficiently to take care of divi- 
dend requirements. 

“What! Borrow to pay dividends? I don’t consider that good 
practice!” exclaims Mr. Beech. 

(And what would you say to that if you were in Mr. Amert’s 
place?) 

The budget given you in the working paper has not been com- 
pleted. After you have gained the benefits derived thru working 
it out, you will find that its totals are enlightening on certain other 
points besides those brought up in this problem statement. 
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